











The New York 
Certified Public Accountant 











I-MANUEL SAXE, Managing Editor 
EDITORIAL BOARD 


RayMmonp G. ANKERS, Chairman 


Josepn A. DowLInc RicHArD S,. HELSTEIN 
SAMUEL ). DuBorr WILLIAM C. KNAUF 

GeEorGE N, FARRAND SAMUEL J. SHERMAN 
MITCHELL Fastow REUBEN WESTERMAN 


VoL. XXVI May * 1956 No. 5 


© The President's Page—Harold FR. Caffyn, CPA. oc ccsccacineccnurvcdsneneeveereus 


® How to Start a Budget yar in an Established Company Not Used 
to Budgeting-— Alfred 0. P. Leubert, CPAs osc ccisines cvs disaaigaescaduemmaned 


® Today’s Costing Methods and Their Objectives— Lambert H. Spronck, C.P.A. .. 


® What Price Professional » wade (For Unincorporated Business Tax Purposes) — 
Mayra. BF. Re OMG CPAs. o: cn we. 6:00'0\5.0: clare bsnseragas vin aoecale se ocasd Marais Bare sta atx orate aerate 


® Franchise Tax Returns for Business Corporations—H. J. Connors .............. 


® Codification of Statements on Auditing Procedure (Reprint, Part 3)— 
Committee on Auditing Procedure, ATA ......cccccevesceccsqeccecccacdeceeete 


® Departments— 


An Adirondack View—Leonard Houghton, C.P.A. ....c ccc cccccccccccccccceccs 

Book Reviews rrr cree CTR TCerr eee a ee eT ee ee 
Case Studies in Auditing Procedure: No. 10—A Smaller Commercial Finance Company 
(Sponsored by Committee on Auditing Procedure, A.I.A.) Cox Governmental Accounting, 
Second Edition (R. Merrill Mikesell) . . . Auditing—Principles and Procedure, Fourth 
Edition (Arthur W. Holmes). 

New York State Tax Forum—Benjamin Harrow, C.P.A. ... 0. cece cece eee eens 
Change of Residence and Personal Exemption . . . Gress Receipts—Significance of Pay- 
ment under Protest . . . Charitable Deductions and the Net Operating Loss ... Treat- 
ment of Insurance under the Estate Tax Law (Article 10c) . . . Computation of Insurance 


Exemption. 


Accounting at the S.E:C.—Lomes H. Rappaport, CoP AL .6 6%. cc seneareccvecteaune 

Office and: Stafi Managcement—Mar Block, C.P Ae os ccncctedses nctssavnyencsene 
Staff Room Facilities and Efficiency . . . Automobile Use Allowances. 

Payroll Tas Notes—Sanmel Ss GSS: cc sinus ccc cus cahensdnewetacaee ane ceteue 
Unemployment Insurance Legislation and New Rulings for 1956 . . . Sume Bills That 
Passed and Some That Failed . . . Qualified Employer Change Made For Experience 
Rating . . . Subsidiary Contributions Will Be Required in 1957 . Principal Stockholder 
Exemption from Remuneration Limited to Holders of 25 Per Cent or More of Voting 
Stock—Section 517.2 (d) . . . Corrections and Modifications in Experience Rates—Section 
581.6. . . Experience Rating Notices Issued for Year 1956 . Miscellaneous Bills Which 
Passed .. . No Legislative Relief Granted from Request Report Penalties . . . Liability 


For Unemployment Insurance Contributions on Compensation Paid to Musicians. 


Official Decisions and Releases—Statements on Auditing Procedure No. 26 ...... 


279 


285 


295 


302 


307 


268 
268 


314 


318 


320 











Society and Editorial Offices: 677 Fifth Avenue, New York 22, N. Y. 


Copyright, 1956, by THE NEW YORK STATE SOCIETY OF CERTIFIED PUBLIC ACCOUNTANTS 














498 New York Accounting Firms 


Carry Their New Disability Insurance under the N. Y. State 
Society of C.P.A.’s Trusteed Group Insurance Plan. 


e Low starting rate and substantial year-end experience refunds have 
eliminated firms’ costs where statutory collections have been made 
of employees. 

e For premium estimate and information on how to transfer to 
Society Plan on July 1 anniversary or other premium payment date 
communicate with 


HERBERT L. JAMISON & CO. 


Administrator of the Society’s Trusteed Plan 
270 MADISON AVENUE, NEW YORK 16 
Murray Hii 9-1104 

















compete FACTORING service 


For Your Clients... 
NON-NOTIFICATION OR NOTIFICATION BASIS 
Plus Full Credit Protection 


Your clients who are manufacturers and distributors selling direct to the 
retail trade in volume $1,000,000 and over per year — can now get 
needed working funds and full credit protection on a NON-NOTIFICATION 
basis. This is in addition to the standard ‘‘Old Line Factoring’ services 
for which Talcott has been noted for over 100 years. No matter which 
factoring plan is suitable to your client’s operation, he receives credit pro- 
tection plus maximum financing. Talk to the man from Talcott. 











For complete details on both services, 
call or write your nearest Talcott office. 





JAMES TALCOTT, INC. 


FOUNDED 1854 

















CHICAGO NEW YORK DETROIT 
209 SOUTH LaSALLE STREET 225 FOURTH AVENUE 1870 NATIONAL BANK BLDG. 
Financial 6-1444 ORegon 7-3000 WOodward 2-4563 
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[WHEN YOU SAVE! 
| AT NINTH FEDERAL 


TWICE! 





| | 
! 
| 
| | 
| | 
| | 
| You save ONCE because you’re | 
entitled to NINTH FEDERAL’S | 
| famous “SAVINGS PLUS”... 13 
| of them...all FREE... includ- | 
ing the unique Self-Finance Plan, | 
| Stock Dividend Savings Service, { 
| Bonus Accounts (up to 1% extra 
for systematic monthly savings), | 
| many others. | 
| You save TWICE because your 
savings also earn regular divi- | 
| dends. Funds received by the | 
10th of the month earn dividends | 
| from the Ist. Ask for free | 
prncnoreome MORE 
lo he GOOD f 
/ 37  ~NEws! | 
| +. Per Year "The Board of | 
| ; * Directors has | 
l declared an inenoonnd dividend, 
from 234% to 3% per year, i 
| wield July 1, 1956. k 






i FEDERAL SAVINGS | 
AND LOAN ASSOCIATION | 

[ TIMES $0. 
1457 B'WAY - 
sa ACCOUNTS INSURED To $10, 000 _.' 
RESOURCES OVER $74,000,000 








| AN ADIRONDACK VIEW 





Cash McCall is the name of a book 
listed as a current best-seller. On page 8 
the manager of the Hotel Ivanhoe is de. 
scribed as looking like a certified public 
accountant on a skim-milk diet. We don't 
know of such a member in our New York 
Society—the one we see in the mirror takes 
his milk homogenized—yes, from a client. 


Well, Cash, himself, is quite a character, 
Big, strong and friendly. Hated and praised, 
Invests a million dollars fast—and makes 
it the same way. Has his firm of CPA's 
working all night at a moment’s notice. And 
his lawyers working with them. 


The book is full of our words—capital 
gains, loss carry-overs, double martinis, 
confidential reports, hidden assets, trusts, 
reorganizations, test checks, et al. 


Yes, the story includes some reference to 
God, the Main Line social set, sex, and 
mystery—it meets the four tests. But you 
will need to read it yourself to find how it 
comes out. Like other CPAs, our reading 
time for a book of fiction is six months to 
a year. We started this one in March— 
this year. 

LEoNARD HouGHToN 
“Adirondack Chapter 
Saranac Lake Branch” 


Case Studies in Auditing Procedure: No. 

10—A Smaller Commercial Finance 
Company. 
Sponsored by the Committee on Auditing 
Procedure, AMERICAN INSTITUTE OF AC- 
counTANTS, New York, N. Y., 1956. 
Pages: 43; fifty cents. 





This is the tenth in a series of case studies 
sponsored by the Institute’s committee on 
auditing procedure. Each case study is a 
description by a certified public accountant 
of an actual audit conducted by his firm. 
The case studies are published to illustrate 
the application of auditing procedures for 
practicing accountants and accounting stu- 
dents. 

(Continued on page 269) 
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Book Reviews 








FOREMOST NAME 
(Continued from page am Ta COMMERCI AL 


le- Governmental Accounting, 
lic Second Edition FINANCE 


By R. Merrill Mikesell. RicHarp D. 
1 Irwin, INnc., Homewood, Illinois, 1956. 
‘i Pages: xii ++ 738; $8.10. 


This book is a revision of the first edi- 
er, tion published in 1951. It contains an 
ad. excellent description and discussion of 
eS the accounting principles, standards, and 
\'s procedures applicable to state and local 
nd governments, as well as two chapters 
giving a brief outline of accounting for hos- 
pitals and educational institutions. 

‘al The subject matter relating to govern- 
mental accounting follows the accounting 
is, principles, standard procedures, account 
classifications, and terminology recommend- 
ed for use by the National Committee on 
Governmental Accounting, and incorporates 
the changes made by the Committee since 
the first edition was published. 

While practically all of the literature pub- 
lished in recent years follows the teachings 
of the Committee, experienced practitioners 
in the highly specialized field of governmen- 
tal accounting know that some of them are 
not entirely practicable or desirable, and 
that more realistic and less complicated 
h” treatments are being successfully used by 
many governmental units. 

Knowingly or not, the author has built Do your clients seek the best 
up an excellent case for discarding the 
so-called “accrual” basis for recording of 
governmental revenues. In making his com- individual requirements? For im- 
parisons with commercial accounting, he 
states “In general, accrual accounting is 
recommended for government. This means expert or write for booklet “Using 
(a) that revenue should be taken up in the 
ce period in which it is earned, even though 
not received; and (b) that expenditures 
should be recorded in the period in which 
ng the obligation is incurred, even though pay- 
C- ment is deferred to a subsequent period”. 





ng 
to 


finance plan, tailored to their 


mediate action consult-a Jones 


Money to Make Money” 


In another paragraph, he states “Because 


some governmental revenue cannot be col- 
™ lected even though legally accrued, many J Oo N - S 


governmental units have adopted what is 


. called a ‘modified accrual basis’, which con- and Company 
nt sists of accruing costs but not revenue”. In 
‘ his discussion of revenue accounting in ) 
te Chapter 5, the statement is made that “Even iii ‘al Fi 
‘ though taxes become liens upon the under- peciansts in Commerce Finance 
oe lying Property, collections in a given period Since 1938 
sometimes fall substantially short of the » 
amount levied. If expenditure commitments 
are based upon the amount levied but actual 292 Madison Avenue, N. Y. 17 
collections fall short of anticipations, the Telephone MUrray Hill 3-3500 


result may be a condition of financial strin- 
gency for the taxing fund. With these facts 
in mind, some governmental units record 
the taxes as charges against the property 
1) owners but record revenue on the basis of 
collections”. 





(Continued on page 270) 
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Book Reviews 








aonatil 
(Continued from page 269) 


The author further 
in the non-property 


points out that taxes 


for on a cash basis. 
appear that property taxes 
receivables, the amounts of which are deter. 
minable, are about the only revenues whic 


can be treated on the accrual basis. Since 


it is not possible to accrue all revenues a 
the time they are earned, this reviewer be. 
iieves that the National Committee on Goy- 
ernmental Accounting should re-examine its 
stand in this matter and discard its ad- 
vocacy of the “accrual” basis insofar as it 
relates to revenues. 

The subject of governmental accounting 
is covered in 20 of the 22 chapters in this 
volume, and is illustrated with 153 illustra- 
tions which include specimen financial state. 
ments and schedules and samples of a- 
counting forms required for use. At the 
close of each chapter is a series of questions 
and problems dealing with the subject mat- 
ter. Many of these have been selected from 
those used by the American Institute o 
Accountants in preparing the examinatior 
papers for certified public accountant whic! 
are now used by all the states, four terr- 
tories and the District of Columbia. 

The four appendices include a listing oi 
municipal accounting terminology, a sun- 
mary of principles and standard _ procedures 
recommended by the National Committee o 
Governmental Accounting, four mathemati- 
cal tables for use in accounting for Sinking 
Funds, and a standard audit procedure for 
municipalities as compiled by the California 
Society of Certified Public Accountants. 

Governmental Accounting should prove a 
excellent textbook for students and a valu- 
able reference for teachers, practitioners 
and public officials. 

ERNEST W. Carr 

New York, N. Y. 


Auditing—Principles and Procedures, 
Fourth Edition 
By Arthur W. Holmes. 
Irwin, Inc., Homewood, 
Pages: xiv + 808; $8.10. 
This is the Fourth Edition of a textboo 
in auditing principles and procedures te 
signed for use by both the student and th 
practitioner. The major changes from tlt 
earlier editions are described by the author 
in the preface as follows: 


Ricuarp D 
Illinois, 1936 


“Those familiar with the preceding edi 
tions will recognize that, while the eset 
tial aims of the book remain unchange! 
the Fourth Edition represents a thoroug 
revision. Internal control is emphasize 
and reliance upon internal control li 

(Continued on page 271) 


category do not lend 
themselves to use of the accrued basis, and 
that many other revenues must be accounted 
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(Continued from page 270) 


been moved to more prominent positions 
in the book. Internal auditing has been 
given increased prominence. The treat- 
ment throughout the text has been mod- 
ernized in all respects; procedures, stand- 
ards and principles are those currently 
accepted. Pronouncements, research bul- 
letins, and statements of auditing proce- 
dure issued by the American Institute of 
Accountants, the pronouncements of the 
American Accounting Association have 
been woven into the discussion, as have 
the regulations of the Securities and Ex- 
change Commission.” 


The opening seven chapters discuss thor- 
oughly and amply illustrate various general 
and preliminary matters : Auditing Con- 
cepts; Reports—Staff Organization; Pro- 
fessional Ethics and Legal Responsibility ; 
Internal Auditing —Internal Control — 
Fraud; Starting the Audit; The Audit Pro- 
gram and Audit Working Papers; Original 
Record Examination. The  last-mentioned 
chapter contains an excellent and up-to-date 
discussion of testing and sampling, and is 
especially recommended by this reviewer not 
only to students, but also to the active prac- 
titioner. 

The next portion of the book deals with 
the methods and procedures used by the 
auditor in connection with the verification 
of the items in a balance sheet and income 
statement. These chapters are divided into 
three sections: Section I contains a complete 
internal control questionnaire; Section II 
outlines and discusses in detail the audit 
program; and Section III presents the ac- 
counting considerations and financial state- 
ment standards. 


The concluding chapters comment fully 
on the preparation of financial statements,. 
audit reports and the work of the public 
accountant in the field of management con- 
sulting. 


_ The book is replete with examples and 
illustrations. At the conclusion of each 
chapter there are questions and problems ; 
many of these are taken or adapted from 
the uniform CPA examinations. 


There is also a separate set of illustra- 

tive audit papers which should be most ben- 

eicial to the student. This reviewer espe- 

dally approves of the inclusion, on the 

meee analysis sheets, of the comments by 
le auditor regarding the work done. 


BENJAMIN NeuwIrTH 


New York, N. ¥ 
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RECEIVABLE 
LOANS 


_A unique Service for those of 
your clients who can profitably 
use additional Working Capital 
in their business 


Ontrecrn 


LOWEST RATES - 


- NON-NOTIFICATION | 


Orne 


Service Factors Company 


450 7th Avenue M. Jolles 
New York City La 4-7661-2 


serving your clients over 20 years 























BLADES & MACAULAY 
INSURANCE ADVISERS 


& 


Complete Surveys of 
Corporate Insurance Affairs 
No Insurance Sold 





744 BROAD STREET NEWARK 2,N. J. 


Established 1926 














ALEXANDER SERVICE 
AGENCY 


Specialists in Job Analysis 
For Accounting Personnel 


Alexander Pinter, Jr. 
Certified Public Accountant 


122 E. 42 ST.. NEW YORK, N. Y. 


MUrray Hill 7-7815 
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The 


Accountants 


& Auditors 
Agency 


15 East 40th Street 
New York 17, N. Y. 
MUrray Hill 3-0290 


The 

Employment Agency 
Exclusively for 
Accounting 


Personnel 


Certified Public Accountants 
Senior Accountants 
Junior Accountants 
Supervising Seniors 
Cost Accountants 
Internal Auditors 
Payroll Auditors’ 
Accounting Clerks 
Tax Accountants 
Budget Directors 
Field Auditors 
Systems Men 





BUSINESS AND PERSONNEL 
OPPORTUNITIES 


Help Wanted: 
Situations Wanted: 


20¢ a word, minimum $5) 
10¢ a word, minimum $2 
Business Opportunities: 15¢ a word, minimum $j 


Box number, if used, counts as three words, 
Closing Date—15th of month preceding date of 
publication. 


— — - - - a ae 


"HELP WANTED 


Able senior or C.P. A. with diversified ex. 
perience for well established firm of Certi- 
fied Public Accountants in midtown Ney 
York; no travel, good — and future 
Box 975, New York C 

Progressive organization needs top flight 

senior or heavy senior. C.P.A. experience 
oo Salary $6-8,000. Locations: N.Y 
N.]J., Boston. 30x 979, New York CP. A. 


BUSINESS OPPORTUNITIES 
Mail and Telephone Service: Desk provided 
for interviewing. $6.00 per month, Director 
Listing. Modern Business Service, 505 Fifti 
Avenue —s atseet). 





Attention Mr. Accountant 

Save Time, Money and Energy! 
TAX RETURNS REPRODUCED i 
Form Acceptable by Federal and _ State 
REPORTS TYPED Accurately and At 
tractively! Thoroughly checked. LILLIAN 
SAPADIN, 501 Fifth Avenue, MUrray 
Hill 2-5346. 


INVESTMENT INFORMATION 
JUSTIN JACOBS 
Rested 4-7140 











C.P.A., 31, 7 years public accounting -—- 
ence, St: ite Society member, desires positi 
with small accounting firm having partner- 
ship possibilities, willing to invest, prefer 
Westchester or upper New York. Box 9%, 
New York C.P.A. 

C.P.A—NEW YORK, NEW JERSEY, 
34, desires purchase partnership or complete 
interest in small-medium practice. Eleven 
years diversified experience, top-level back- 
ground. Box 967, New York C.P.A 








——_ 





& CP. clieds: 31; Seeks partnership oppor 
tunity with overburdened practitioner, Wil 
invest cash and a own accounts. 
Box 970, New York C.P.A 


"Statistical Saline 








ets IBM TYPOGRAPHY, Offset Print 
Treasurers Gitsham’s, 480 Lexington Avenue, N.Y. 
PLaza 5-6432. 
oe — = 
(Continued on page 273) 
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BUSINESS AND PERSONNEL 
OPPORTUNITIES 


(Continued from page 272) 


‘BUSINESS OPPORTUNITIES. (Cont’ d) 


Well established accounting practice for sale 
in Capital District. Gross approximately 
$17,500. Ideal for young, aggressive senior 
now on staff of medium sized firm. Will 
discuss terms with ieee buyer. Box 


973, New York C. P.A 








Accountant, C.P.A “ desires to rent small 
room in accountant’s office with chance of 
using junior or semi-senior one or two dis 


per week. Box 974, New York C.P.A 





CP. A—Fi ive years excellent diversified pub- 
lic accounting experience. Desires partner- 


ship. Box 977, New York ‘C:P.A. 


C.P.A. desires to engage experienced junior 
on 50/50 time basis hay share office space 
with another C.P. 30x 978, New York 
C.P.A. 





C.P.A.—34, 8 years diversified public €Xx- 
perience, attorney, seeks association with 
overburdened practitioner offering ultimate 
partnership Lees Box 980, New 


York C.P.A 
SITUATIONS WANTED 
Work At Home 


machine. Diversified 
specializing inven- 
Lillian Young, 











Comptometrist—own 
experience with C.P.A., 
tories. Will pick up, deliver. 
NA 8-8884. 


CP.A., age 40, 20 years public experience 
in all phases of accounting, with emphasis on 
institutions, nonprofits, fund raising, hospi- 
tals, investments, funds, real estate. Seeking 
part-time + per diem work. Box 969, New 


York C.P.. 


CP.A—31, seeks junior 
years diversified public accounting experi- 
ence in audits, taxes and write-ups. Box 


971, New York C.P.A. 

















Statistical Typist—Thoroughly experienced— 
C.P.A. Reports, Taxes, etc. Accurate, work 
checked. Pick up and deliver, reasonable 
rates. Box 972, New York C.P.A 
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SITUATIONS | WANTED 


TAX AT’ TORNE’ y, mature, able woman, 
10 years C.P.A. fir ‘m; Federal, State, loc: il 
research and preparation returns; can type 
own reports; seeks position law, accounting 
oe firm. Box 976, New York 


inmmediataier  Aveiiehie 
Accounting & Bookkeeping Personnel 
“Bookkeepers & Accountants Agency” 
BOW. 42 St., N.Y.C.—Call LOngacre 4-1740. 
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Wm. Schnuer, BBA, MBA 
Licensee 


FIFTEEN YEARS 
f 


DEPENDABLE 
SERVICE 
t 


ACCOUNTANTS 


and 
THEIR CLULENTS 

¢ COMPTROLLERS e BOOKKEEPERS 

¢ OFFICE MANAGERS Full Charge 

e ACCOUNTANTS Assistants 
C.P.A.’s e SECRETARIES 
Seniors, Semi-Srs. ¢ STENOGRAPHERS 
Juniors e TYPISTS 

e EXECUTIVES e CLERKS 









PROMPT SERVICE 


Wn. Schnuer 
Licensee 







Shirley Schnuer 
Licensee 


EMPLOYMENT AGENCY 


220 W. 42nd St. © New York 36 
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Millions have benefited financially from the 
great savings idea born 15 years ago! Yes, U.S. 
Series E Savings Bonds helped buy homes, pay 
for children’s educations, build safe retirement 
incomes. And they can do as much for you. Be- 
cause Savings Bonds are a money-building in- 
vestment— and the easiest way to save ever de- 
vised! Join the Payroll Savings Plan today, or 
buy Bonds regularly where you bank. 


Safe as America 
US. Savings Bonds 








Local boy 
makes good 

















HEN THE LATE Ebenezer Hubbard, a 

patriotic Concord man, left a bequest 
for a local statue, there luckily happened 
to be a real sculptor close at hand. 


Even more luckily, young Dan French 
had never yet sculped a whole statue—had, 
in fact, recently started by whittling on tu. 
nips. So he’d take the job for expenses, and 
glad to get it. 


Two years later, Daniel Chester French's 
first statue went up. And Mr. Emerson, a 
neighbor, gladly obliged with a little vers 
to go under it, ending— 


“Here once the embattled farmers stood, 
And fired the shot heard round the world.” 


Now, during his great lifetime, Daniel 
French was to make many more statues, but 
his fame needs only two to rest secure. One 
is the massive, brooding figure in the Lincoln 
Memorial. The other is his first: the big, 
bold, living bronze of the Minuteman of 
Concord. 


When, in 1941, a symbol of American 
strength was sought, the President picked 
the Minuteman. Ever since, the Minuteman 
has been the emblem of the great savings 
program that helped—and still helps—keep 
America and her people safe and secure. 
This year, the 15th anniversary of U.S 
Series E Savings Bonds, finds 40 million 
Americans owning $40 billions of Bonds 
Are you among them? For your own secutily 
—and the nation’s— invest in Savings Bonds 
regularly. And hold on to them! 


The U.S. Government does not pay for this advertisement. It is donated by this publication in cooperation with the 
Advertising Council and the Magazine Publishers of America. 
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ACCOUNTANTS 


Major oil company, location N.Y.C., 
requires junior and senior men, maxi- 
mum age approximately 35 years, 
flexible for domestic and foreign travel 
when required, experienced in indus- 
trial and/or public accounting with 
such qualifications as: 


1. CPA Certificate or Equivalent 


2. Experience in Corporate Con- 
solidation Accounting 


3. Experience in S.E.C. Reporting 
Requirements 





OR: Extensive General Account- 
ing Experience. 


Reply stating age, marital status, full 
resume of education and experience, 
and salary requirements. 


Box 981, New York C.P.A. 
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INVENTORY LOANS 
3 YEAR CHATTEL MORTGAGES 


Forwarders Protected 


JOHAR FACTORS 


101 W. 31 St., New York 1, N. Y. 
BRyant 9-1778 

















Binding 
THE NEW YORK CERTIFIED 
PUBLIC ACCOUNTANT 
When the magazines constituting the 
volume are supplied by the subscriber 
the binding charge is $3.25, plus 3% 
N.Y.C. sales tax. Each bound volume 
includes twelve issues. 
* 3 
Bound in brown fabric with title, dates 
and volume number stamped in gold. 
* 


Missing numbers will be supplied, if 
obtainable, at 50 cents each. 

* 
Binding orders and the magazines to 
be bound should be mailed or de- 
livered to 


THE NEW YORK STATE SOCIETY OF 
CERTIFIED PUBLIC ACCOUNTANTS 


677 Fifth Avenue 
New York 22, N. Y. 
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CERTIFIED 
INSURANCE AUDITS 


The proper way to confirm the 
adequacy, economy and efficiency 
of business insurance programs 
and procedures. Personal service 
by a recognized expert. 


JEROME S. MILLER & CO. 


15 East 48th St. New York 17 
PLaza 8-0210 











APPRAISALS 


NATIONAL ORGANIZATION OF APPRAISAL ENGINEERS 


STANDARD APPRAISAL COMPANY 


PITTSBURGH 6 CHURCH STREET SZLANTA 
PHILADELPHIA NEW YORK, N.Y. gr, tours 

















1956 When writing to advertiser kindly mention THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT. 





275 











Are your clients doing an expanding volume? 


DO THEY NEED MORE WORKING CAPITAL? 


In these days of tightening credit and higher 
taxes your client may need more cash. This cash 
is available in Accounts Receivable, which, with 


our plan of financing, can be as liquid as cash. 


Our Accounts Receivable Department, headed 
by Mr. Henry Dengel, is located at our West 
Hempstead Office, 60 Hempstead Avenue, West 
Hempstead, Long Island, the telephone number 


CENTRAL QUARTERS 
is IVanhoe 1-9000. WEST HEMPSTEAD 


Help your client help himself 
NO ACCOUNT TOO LARGE 
or 
TOO SMALL 





the 


national bank 





WEST HEMPSTEAD OFFICE 


MEMBER FEDERAL DEPOSIT INSURANCE CORPORATION 
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Professional Conduct—Up-to-date 


poust that anything could be more 

illustrative of the amazing growth 
and vitality of our profession than the 
current interest in the ethical aspects 
of CPA practice. Almost overnight, it 
seems, rules and standards, developed 
thoughtfully over a period of more 
than half a century and found ade- 
quate to our needs throughout that 
time, appear to call for review, revi- 
sion and extension. 


It has been well stated that accept- 
ance by its members of rules of con- 
duct is one of the distinguishing chara- 
teristics of a profession. While we 
can take pride in the growing recogni- 
tion of our professional maturity, it 
certainly cannot be charged that the 
term, as applied to us, has any conno- 
tation of laissez-faire. In our own 
Society, a most active committee has 
just completed a comprehensive re- 
view of our rules. Even before the 
ink is dry on that committee’s recom- 
mendations, the American Institute 
has substantially enlarged its Com- 
mittee on Ethics specifically for the 
purpose of undertaking studies at the 
broadest level. Contemporaneously, 
John Carey is working on a revision 
of his authoritative book on the sub- 
ject. 


Why all this sudden activity in this 
area? The question is perhaps best 
answered by indicating just a few of 
the problems which seem to call for 
current decision. 
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Our rules have heretofore pivoted 
around a concept of “independence”, 
derived from our issuance of opinions 
respecting financial statements. Our 
services are now expanding, however, 
into areas, such as management and 
taxation, where some degree of advo- 
cacy and participation are involved. 
Are the same rules still applicable ? 


What standards of competence and 
prior experience should be a prerequi- 
site to the offering of management 
services? Should these standards be 
required of the firm itself, or of a 
partner, or of an employee? Is it 
satisfactory to engage the services of 
another firm possessing them? 


Assuming that we have something 
to offer in the fields of automation 
and electronics, should we be _per- 
mitted to offer such service through 
servicing companies? If so, how could 
they survive in competition with the 
salesmanship and advertising of repu- 
table machine companies and others? 


Should integrity, as well as inde- 
pendence, be one of our basic stand- 
ards? This question has especial sig- 
nificance in relation to tax practice. 


Should the lines between outright 
crime, breaches of ethical conduct and 
breaches of professional conduct be 
more clearly defined ? 


Should rules of professional con- 
duct relate only to matters affecting 
the public interest? If so, can we 
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justify reference therein to agree- 
ments between ourselves (e.g., as to 
staff raiding)? Or with other pro- 


? 


fessions as to jurisdictional matters: 

These are a few of the problems. 
They are not simple ones. Their solu- 
tion will involve a judicial approach 
and breadth. It is good to know that 
our deliberations regarding them can 
be relatively unhurried. In the mean- 
time, we are a part of a profession 
whose principal product is the result 
of judgment. Our members should 
have little difficulty either in differ- 
entiating right from wrong or in 
avoiding the wrong path when it has 
been identified. As a general rule it 
might be stated that, regardless of 


written rules, the very existence of 
doubt in the mind of a professional 
man as to the propriety of a possible 
course of action should counsel him 
against it. 

* * * 


This is this President’s last Presi- 
dent’s Page. He will really miss the 
opportunities that have been afforded 
him through its medium to talk infor- 
mally to a_ stimulating membership 
from time to time. Particularly will 
he miss the letters of response which 
these pages have inspired. 


Harotp R. Carryn 
President 


_A()._» 
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How to Start a Budget Program in an 
Established Company Not Used 
to Budgeting 


By Avrrep O, P. Leusert, C.P.A. 


This paper describes the four basic steps to be taken to develop a budget 
program in a small company. It points out the need for supervisory par- 
ticipation and the necessity for selling the program at the foreman level. 


EVER before has business been so 

conscious of the necessity for and 
the benefits of a budget program. In 
large companies, those that have a 
budget department or a budget con- 
troller, the institution and implementa- 
tion of a budget program is rather 
complex because of the many products, 
departments and activities to be budg- 
eted. But in these large companies, 
there is usually available a staff of 
experienced and qualified budget tech- 
nicians who have the time and _ tools 
to install and develop the budget pro- 
gram. In medium-sized companies, the 
activities to be budgeted are not nor- 
mally as complex, but the staff available 
to do the job is not as complete, and 
there is more burden placed on the 
controller, as the financial officer of 





ALFRED O. P, LeuBertT, C.P.A., 
is a member of our Society and of 
its Committee on Budgets and 
sudgetary Controls. He holds the 
degrees of B.S. from Fordham 
University and M.B.A. from the 
Graduate School of Business Admin- 
istration of New York University. 

Mr. Leubert is Secretary and 
Treasurer of Old Town Corpora- 
tion, Brooklyn, N. Y.. He is also an 
instructor of Accounting at Pace 
College, New York. 

This paper was presented at a 
technical meeting of the Society, 
recently held under the auspices of 
its Committee on Budgets and 





Budgetary Controls. 
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the company, to install, expand and 
police a budget program. 

In* the small company—the one 
which has developed to the point of 
having a controller—the problem of 
starting and installing a budget pro- 
gram is difficult. Assuming even that 
top management is completely sold on 
the necessity for the budget program, 
the task of getting it started, having 
it understood, achieving support for 
it, and deciding how rapidly it should 
progress and what it should encompass, 
is a difficult one. Most budget pro- 
grams that fail in small companies do 
so because the pressure of getting one 
started, the demand for immediate re- 
sults, and the failure to plan its targets, 
were objectives impossible of attain- 
ment without the guidance and follow- 
through of an experienced budget 
supervisor. 

Let us now discuss how the con- 
troller, given a budget assignment for 
a small company, should start the 
program. Let us assume, for our dis- 
cussion, that top management (that is 
the owner, or the principals) have 
fully endorsed the need for a budget 
program, and that the controller has 
a free hand to move ahead. And, let 
us further assume that our company 
is one that has been manufacturing and 
selling a given product for a period of 
years on a day-to-day basis, without 
any formal forecasts, budgets or cen- 
tralized control activities. 

Budgets—and a budget program— 
are similar to methods and procedures 
in that budgets can be developed, but 
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they cannot be installed. Budgets, un- 
like machines and equipment, are in- 
tangible and are the product of human 
effort. Machines can begin to produce 
results immediately after installation. 
A budget program produces results 
only after the program has been de- 
veloped—and the results will increase 
as long as the development continues. 
The benefits and results will cease as 
soon as the development is discon- 
tinued. 





Basic Phases of Budget Development 
Here are the four basic phases for 
the controller to follow on a budget 
development assignment : 
1. Analysis of past operations. 
2. Discussion with operating per- 
sonnel. 
3. The first report. 
4. Subsequent reports and follow- 
through. 


Analysis of Past Operations 

The starting point of any budget 
program begins with an analysis of 
past performance. Usually, a control- 
ler’s management work will produce 
much of the statistical data required 
for budgeting. However, almost always 
much greater detail is required. Labor 
must be separated by department and 
elements, production must be analyzed 
by product and department, sales must 
be broken down by product and region, 
by customer and by salesman. It is 
not absolutely necessary at this stage 
that these analyses be complete to the 
extent that they represent ultimate de- 
tail. Reasonably useful analyses, which 
can be expanded and refined in a sub- 
sequent period, are all that are neces- 
sary. It is, however, most important 
that the controller's analyses of the 
past be complete enough for him to 
get a feel of the whole problem and 
for him to decide which are the most 
important elements to be budgeted. 
After completing the labor, product, 
overhead and sales analyses, the con- 
troller is ready to start the development 
of the program. 
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Discussion with Operating Personnel 


Conferences with each department 
foreman, to ascertain work flow and 
to get a thorough appreciation of the 
foreman’s problems of control, should 
be handled on an individual basis. The 
need for budgeting should be developed 
with the foreman or department head, 
and his ideas as to which element can 
be forecast or budgeted should be 
solicited. Although the program calls 
for budgetary control of all elements 
of costs, it is often wiser to pick just 
one or two to begin with and to con- 
trol them through the program before 
attempting complete control of an en- 
tire department or cost operation. 


When agreement is reached with a 
particular department head concerning 
the necessity for budgeting a special 
cost element, the next step is to agree 
with the foreman on how the particu- 
lar cost is to be measured and _ the 
form of report in which the informa- 
tion will appear. The department head 
should have a strong voice in the de- 
cision as to how performance will be 
measured and how the information 
will appear on a weekly or monthly 
report. It is most important, even if 
the deparment head’s ideas are not the 
most practical or complete at this stage 
of the program, that his ideas be given 
a fair chance and that he does not feel 
that a system of control is being im- 
posed on him. 


After completing the preliminary 
review with each of the department 
heads concerned, and having received 
their ideas of what final reports will 
mean most to them, the controller is 
now ready to make the necessary 
changes in accounting procedures, the 
chart of accounts and the form and 
content of reports to be issued. Al- 
though the initial budget program has 
as its goal the control of only one or a 
few elements of cost, it is important 
that any revisions in the accounting 
procedures or the chart of accounts be 
designed with the flexibility to insure 
their adequacy for future controls. 
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The First Report 


After the first period of control has 
elapsed—a_ week or month, as the 
case may be, the controller with the 
help of accounting personnel should 
personally prepare the report of bud- 
get performance. 

Comparisons shown on the report 
between actual performance should be 
analyzed first by the controller and 
then discussed with the foremen. This 
initial report will usually—and some- 
times fortunately—develop wide vari- 
ances between the actual and the 
budget. These variances should be 
analyzed with each foreman to ascer- 
tain whether the original budgets were 
developed on a sound basis, or whether 
actual performance was influenced by 
conditions beyond the foreman’s con- 
trol. 

The occurrence of these differences 
in the first budget comparison afford a 
fortunate opportunity for the con- 
troller to discuss again the need for 
the budget within the department and 
for the company, as a whole. The suc- 
cess or failure of the budget program 
within a given department can take 
place at this point, if the department 
head does not understand why such 
variances occur. So too, out of the 
discussion of variances must come the 
methods and procedure of preparing 
future budgets and, perhaps, the ad- 
ditional items of costs that are to be 
controlled in the future. Changes 
should also be made in the reports that 
show variances, so that corrections 
can be incorporated in the next report. 





Subsequent Reports and 
Follow-through 


Subscribing to the premise that bud- 
gets are developed and not installed, it 
follows that a budget program must be 
followed through, supervised and _po- 
liced. Budgets are not static but are 
flexible and must constantly be revised 
to take into account changing condi- 
tions, revised production and _ sales 
schedules, changed labor rates, changes 
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in capacity. Budget programs should 
expand with the needs of the business 
and the initiative for the changes 
should come from the operating man- 
agers whose performance is measured 
by the budgets. If the controller is 
responsible for starting the program, 
his assignment is not completed until 
adequate personnel are assigned to po- 
lice the progress of the program. 
When operating personnel have 
been exposed to a budget program 
which they have had a part in setting 
up and in which they have had a voice 
in setting performance standards, little 
difficulty is experienced in having them 
budget and forecast future results. 
Budgets do not become unreasonable 
targets set by the financial department 
in order to squeeze more profit out of 
operations. They do become tools of 
operating foreman—tools that are as 
important as the machines, personnel 
and supplies used in production. 


A Practical Application— 
Manufacturing Department 
Analysis of Past Operations 

The principles involved in getting 
a budget program started which have 
been enumerated above can, I believe, 
be successfully applied in most budget 
assignments. As an illustration, let me 
relate the story of a budget program 
with whose design and installation I 
was professionally involved. 

This budget program was started 
with an analysis of past operations, 
labor costs, material costs, maintenance 
and other indirect costs, which were 
broken down by major departments. 
Administrative costs were segregated 
from selling costs, and sales were 
analyzed by salesmen who were as- 
signed to marketing areas. These 
analyses were made by the accounting 
staff and the classifications established 
as temporary expedients were ar- 
ranged in appropriate form for dis- 
cussion with department heads. Pre- 
liminary drafts of reporting forms 
were made so that they would be avail- 
able as required at the discussions. 
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Without going into all of the details 
of the discussion with the various de- 
partment heads, I would like to refer 
to the various stages of budget devel- 
opment in one of the manufacturing 
departments. This department was 
supervised by a foreman who had 
many years ot operating experience 
with the company, but he had not been 
accustomed to running a department 
with a budget. The foreman had no 
records of prior costs or production 
output. There were no records of 
hours put into production, idle time 
or indirect labor. 

Discussion with Operating Personnel 

The first discussion with this fore- 
man set forth the facts that the man- 
agement had plans for a large expan- 
sion of sales and production; that in 
order to develop the expansion pro- 
gram at the most economical cost it 
was necessary to budget expenditures ; 
and that in order to compensate and 
reward department heads for their 
efforts, it would be necessary to meas- 
ure their production in relation to their 
costs. It was emphatically indicated 
that the budget program could not be 
successful without the foreman’s co- 
operation. 

Specifically, the foreman was asked 
to spell out the main elements of cost 
and the matter of expenditures in each 
element of cost. His opinion was 
asked concerning which cost would 
lend itself best to budget control and 
how this control could be achieved. 
He was asked to list the names of each 
of the employees under his supervision 
by cost centers. This list was prepared 
at the conference and hourly rates 
were included and totalled by cost 
centers to determine the total hourly 
rate for each cost center. 

In this particular department, it de- 
veloped that overtime cost was an im- 
portant factor. To begin with, it was 
decided to estimate overtime roughly 
as a percentage of regular payroll. 
This could have been calculated by the 
accounting department, but it was felt 
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that it would be better to permit the 
foreman to guess at the figures and 
to see how close his own estimate of 
the cost came to future actual costs. 

Payroll taxes, compensation insur- 
ance, repairs and maintenance, other 
expense and supplies, depreciation and 
other costs were discussed in general, 
but no attempt was made at this meet- 
ing to begin budgeting these elements 
of cost. It was decided that through 
the accounting department these latter 
costs would be segregated during the 
next month and preliminary budgets 
would be worked up after a month or 
two of experience. 

A tentative departmental expense re- 
port was drafted to include all of the 
cost elements previously mentioned, 
and it was indicated that this report 
would probably have to be revised after 
a first report had been issued. 


The First Report 


The first report to this department 
showed actual direct labor, indirect 
labor, overtime costs and payroll taxes 
compared to the targets that had been 
set. Actual costs of repairs and main- 
tenance, other expenses and supplies, 
depreciation, etc., were also included 
but without any budget comparisons. 

The impression of this first set of 
statements was lasting. Actual direct 
labor was close to the target; over- 
time cost was substantially over the 
target. This made the foreman realize 
that his idea of overtime cost was not 
even close to actual and would probably 
never come close unless during the 
month he conscientiously regulated 
overtime hours in accordance with a 
predetermined target. 

At this discussion of the first report, 
the foreman saw the necessity of budg- 
eting all costs, and realized that it was 
to his interest to know just how much 
each of his departments were costing. 
Subsequent Reports 

Subsequent reports developed other 
deficiencies in the budgets and appro- 
priate targets were set. Depreciation 
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was later set up for each of the de- 
partments based on the equipment used 
by each department. Proper identifica- 
tion and segregation of other costs 
were agreed upon after comparing 
these costs with temporary targets, 
and definite standards of costing and 
targets for respective costs were 
established. 

The data that have been accumu- 
lated from these expense statements 
and the ability to measure costs of each 
department, seasonally as well as an- 
nually, now provide the basis for 
complete budgetary control over the 
conversion costs. The present program 
now calls for establishing a modified 
standard cost system, which would in- 
clude material cost as well as labor and 
other expense control. 

This budget program is by no means 
complete at this point. What has been 
finalized, however, is the fact that the 
manufacturing departments do operate 
against the budget and that foreman 
participation is necessary and is re- 
ceived; also, that the budget program 
must be continually developed and 
expanded in the future. 


A Practical Application— 
Sales Department 


The same principles of discussion, 
submitting of reports, and further dis- 
cussions were applied to the sales fore- 
casts and budgets. 


Analysis of Past Operations; 
Discussions with Operating 
Personnel 
Prior to discussion with the sales 

department, the sales volume based on 

past performance was ascertained for 
each salesman in each marketing area. 

At the first conference with the sales 

department, it was not necessary to 

explain the need for forecasts and 
budgeting and, therefore, the discus- 

sion centered mostly on how fine a 

control could be exercised during the 

initial period in budget development. 

At this discussion, almost arbitrary 
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quotas were set for each salesman and 
for total sales volume, with the realiza- 
tion that because of changes in prod- 
ucts as well as changes made in the 
sales force and its organization, sev- 
eral of the targets set would not be 
realistic. But it was agreed that after 
the first three months, each of the 
targets set would be studied and re- 
vised, if necessary. 

It was realized at this discussion that 
it would be desirable to establish prod- 
uct quotas for each marketing area 
and that future sales would be analyzed 
by products for each of these areas. 
Targets, however, for product sales 
were not set by marketing area but only 
for the company as a whole. Similarly, 
agreement was reached with respect 
to classifications and allocations of sales 
expenses to the various marketing 
areas and functional units of the sales 
department. Reports were drafted to 
show sales volume by salesman meas- 
ured against the quotas set, and ex- 
pense statements were drafted to show 
actual expenses measured against ex- 
pense budgets. 


The First Report 


After the first reports were issued, 
errors in quotas and expense budgets 
were apparent. It was decided that 
no change be made until after the first 
three months had elapsed. It was also 
decided at this conference that from 
the long-range viewpoint, a finer break- 
down of product sales would be neces- 
sary in order more effectively to arrive 
at sales quotas by products for each 
salesman. This became a long-range 
program because of multiplicity of 
products involved. 

Subsequent Reports 

Subsequent reports developed other 
deficiencies in the original quotas and 
budgets set. Quarterly changes were 
made in the budgets and the sales 
quotas assigned to various marketing 
areas. 

Recently, the subject company has 
been working on its current quotas and 
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expense budgets and, with the help of 
tabulating equipment and a final meth- 
od of product coding, it will be able 
to establish annual quotas by customer, 
by salesman, and by marketing area. 
Moreover, with the new product-coding 
system, by the use of tabulating equip- 
ment the firm will also be able to ac- 
cumulate statistics on the volume of 
sales by product, by customer and by 
salesman, thereby enabling it to fore- 
cast future sales by product, by cus- 
tomer, and by salesman. 

However, such a budget program is 
never really completed. It will always 
require changes to incorporate final 
break-downs of expenses for sales 
volume, product and customer informa- 
tion. 


Summary 

Very often the best advice is that 
which is the product of bad experience 
and is expressed in negative terms. For 
the controller who is charged with the 


responsibility of starting a budget pro- 
gram in a company not accustomed to 
budgeting, I offer the following cau- 
tions: 
1. Don’t rush the program beyond 
the capacity of the operating 
personnel to absorb it. 


tN 


Don’t complicate reports with 
unmecessary data and_ calcula- 
tions. 


3. Don’t forget that operating per- 
sonnel are not trained financial 
experts. 

4. Don’t be impatient with slow 

progress in expanding the pro- 

gram. 

Don’t use accounting terminology 

where shop language serves just 

as well. 

6. Don’t forget that the program 
must be sold to operating men 
and that they must know the 
reasons why. 


Leal 


L_A(). 
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Today’s Costing Methods 
and Their Objectives 


By Lampert H. Spronck, C.P.A. 


Though automation will not change the essentials of business, it 
will place an unusual degree of emphasis on planning. Many 
more executive decisions will become irrevocable, while fewer will 
be reparable or reversible; as a result, poor business decisions will 
not be tolerated. This paper demonstrates a means of reporting 
business transactions at the point of decision, so that executives 
may then perceive the effect thereof and be able to anticipate, 
to the extent possible, their effect on the financial statements. 


Management Planning 

The objective of today’s costing 
methods can be expressed very 
simply: Make them fit into the man- 
agement plan of your company. The 
most encouraging advancement in cost 
accounting in the last ten years is, 
I believe, that it is no Jonger con- 
sidered as an end in itself, but, instead, 
is an important segment in manage- 
ment planning and control. 

Management of modern business has 
continuously become more complex 
and challenging. A major problem in 
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recent years has been to match the 
increase in the costs of wages, salaries, 
materials and other operating expenses 
with comparable increases in sales 
prices. Industrialists and businessmen 
facing this problem have sought to 
use every tool of modern management 
available to improve profits from 
operations. 


The use of such tools as coordinated 
short- and long-term plans has become 
evident in an increasing number of 
companies in every field. Their execu- 
tives have learned how successful re- 
sults can be achieved through planning ; 
planning for a coming year by study- 
ing the specific manpower, materials, 
and other costs and expenses necessary 
to achieve attainable goals; and ex- 
tending such planning over a longer 
term, giving careful consideration to 
the economy and outlook for the 
regions in which their businesses are 
conducted. Methods of estimating 
revenues, costs, and expenses have 
been simplified. Means of preparing 
annual budgets and reports of perform- 
ance have been developed for virtually 
every kind of business. The benefits 
of such planning have far outweighed 
the relatively low costs involved in 
their preparation. 


Although a budget may not be an 
absolute necessity, a management 
which operates without one is at a 
definite disadvantage. Where budgets 
are in use, key employees are usually 
more cost conscious and better in- 
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formed. They have a share in planning, 
and exercise a greater degree of con- 
trol over operations. They can make 
and alter plans with greater facility, 
and have available the source data to 
discover and promptly analyze devia- 
tions from plans. A management which 
has available detailed estimates of 
future results for current analysis and 
review is in a position to do a better 
management job. 

Stability 

Integrating cost accounting with 
budgeting and with procurement and 
personal planning has given stature to 
the cost accountant. He has been able 
to relax his efforts to prove the need 
for cost accounting. There was a time 
when the cost accountant felt that he 
had to convince management that pric- 
ing policy should be based on costs. 
While it is a basic economic principle 
that in the long run cost factors can- 
not be ignored in pricing policies, 
nevertheless, informed cost accountants 
recognize today more than some years 
back that costs serve only as a guide 
and not as a rule. Competition and 
only competition sets the day-to-day 
price. In many companies some 
product lines are sold at a lower 
markup than others merely because of 
the competitor’s price, and we vindicate 
this policy by the old saying that ring- 
ing the cash register pays for the over- 
head. 

Today the cost accountant spends 
more time making the costing method 
fit into the budget plan and less time 
in allocating, prorating, and redistribu- 
ting overhead expenses. 

Simplicity 

There is a definite trend in today’s 
costing methods toward simplicity. 
Cost bookkeeping procedures necessary 
to make up the month-end statements 
have been simplified in many instances 
by avoiding the endless pricing and 
extension of innumerable items pro- 
duced and shipped. For example, a 
can manufacturer will consolidate his 
unit standard costs in such a way 
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that a single “all-label” can standard 
is used for all of the many customer 
brands using the same type can, instead 
of using hundreds of customer label 
can standards for pricing and extend- 
ing finished products and cost of goods 
sold. 


Electronics 


A word or two may be mentioned 
about electronic data processing in 
connection with simplification in cost 
accounting. The application of elec- 
tronics in accounting has _ induced 
companies to go a long way in achiey- 
ing standardization of accounting pro- 
cedures simply because electronic ma- 
chines work most efficiently when they 
have a lot of work to do in one or 
more fixed ways. It is desirable to 
eliminate every possible exception or 
special handling of accounting transac- 
tions. On the other hand, because 
electronic calculators can handle so 
many figures so fast, it is possible to 
lose sight of the necessity of eliminat- 
ing details and unnecessary paper 
work. What is sometimes forgotten is 
that the original processing of paper 
work before feeding it into the ma- 
chines is the costliest element in 
accounting in terms of clerical costs 
of typing, classifying and checking. 
The answer is, I believe, to clean house 
of unnecessary paper work and de- 
tailed reports which are seldom read, 
before starting an electronics pro- 
gram. It is still less expensive in many 
instances to make a thorough analysis 
of costs, once a year, by hand, than 
it is to make the same analysis 12 times 
a year on a high-speed electronic cal- 
culator. 


Cost Accounting 


New Developments in 

Costing Methods 

In the first few years after World 
War II, many companies directed at- 
tention to evaluating their cost systems 
to see if they fitted the needs of their 
postwar operations. I can remember 
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citing at that time three objectives of 
a cost system: 


1. As a guide in setting selling prices. 
2. To improve management control. 


3. To account for inventories and cost 
of sales in determining net income. 


] suppose that practically every work 
on cost accounting paraphrases these 
three objectives to some extent. Now 
there is a fourth objective of cost ac- 
counting—namely, Planning. 

I have already discussed the integra- 
tion of cost accounting in management 
planning. It is the general trend to- 
day. On the other hand, I have had 
some difficulty in identifying new im- 
provements in cost accounting tech- 
niques in the last decade. Possibly 
our preoccupation with advances in 
office machines and electronics in 
accounting has left little time for de- 
velopment of new costing methods. 
There are, nevertheless, a few trends 
or newly developed areas which | 
believe are worthy of mention. 

First, there is a definite trend toward 
providing that factory cost records 
and accounts agree with the general 
books of accounts. In the postwar 
years the monthly statements of income 
have attained greater importance than 
ever before. Management wants them 
to be as good as the year-end financial 
statements and management is becom- 
ing more and more intolerant of major 
unexpected year-end adjustments. By 
making the factory cost accounts tie 
in with the general accounts, controls 
are established which reduce the oc- 
casion of error and provide better 
means of disclosing inaccuracies before 
month-end statements are typed. 

Second, there is a trend toward a 
double standard in standard cost sys- 
tems. In accounting for materials, 
some companies use one cost standard 
for inventory valuation and another 
lor reporting currently on budgetary 
or departmental costs; the latter being 
used to measure utilization of ma- 
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terials, scrap losses, or as a goal for 
the buyers in the purchasing depart- 
ment. In accounting for labor costs, 
some companies with wage incentive 
plans take the position that standards 
for wage incentive purposes do not 
have to be used for costing purposes. 
By using two standards, current re- 
ports on performance can compare 
actual cost with shop standards which 
have been realistically set according to 
the actual processes currently used in 
the shop and on the basis by which 
labor is currently paid. By using a 
separate set of cost standards for in- 
ventory valuation and cost of sales 
purposes, month-end statements can 
be prepared more quickly and eco- 
nomically. Cost standards need be 
revised, possibly only once a year. 
These cost standards do not purport 
to represent current shop standards; 
thereby eliminating the costly process 
of resetting standards and revaluing 
inventories during the year. How- 
ever, differences between the shop and 
the cost accounting standards are 
usually recognized and recorded as 
variances. 

Third, there is a trend toward the 
greater use of quantitative data in 
budget reports to operating super- 
vision. It has been found that in many 
companies dollar amounts are not 
grasped by production men as easily 
as we accountants think. In order to 
make budgets more realistic and more 
workable, number of personnel, man- 
hours, units of production, machine- 
hours, kilowatt-hours, quantities of 
supplies, tons of scrap, etc., have been 
highlighted in budget reports. At the 
same time certain dollar comparisons 
have been shown only in summary 
totals or else have been eliminated. 

Fourth, there is a trend away from 
the automatic calculation of flexible 
budgets based on inflexible charts and 
tables. Companies have found that 
they can put a budget program across 
to sales and production personnel much 
more readily if they demonstrate that 
the budget is realistic; that it makes 
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allowances for unforeseen extraor- 
dinary expenditures or _ situations. 
Many companies adjust their budgets 
quarterly (even monthly) to keep them 
up to date in relation to business con- 
ditions. Separate studies and analysis 
of causes are made of variances from 
the long-term forecast. How to make 
a budget flexible is of lesser impor- 
tance than the impression left on the 
operating executives that the budget 
is a realistic and attainable goal. 

Fifth, there is a greater emphasis 
on distribution costs. The direction of 
sales distribution effort is the most 
important reason for distribution cost 
analysis in that it provides marketing 
executives with necessary information 
for planning and controlling their dis- 
tribution effort. Cost determination 
and cost control are also objectives of 
distribution cost analysis. 

It is an axiom that sales effort must 
relate to sales possibilities. “Controller- 
ship” by Heckert and Willson treats 
this very well: “ a number of 
business concerns that have achieved 
a reasonable degree of success in main- 
taining distribution costs at a satis- 
factory level in relationship to sales 
have used three basic tools: (1) Esti- 
mates of market potentials by terri- 
tories, products, and types of custom- 
ers, so that selling effort could be 
directed where the greatest sales po- 
tential lay, (2) Analysis of distribution 
costs to reveal the areas of unprofita- 
bility, in order to study the causes and 
take corrective action so as to make 
the selling effort profitable, and (3) 
Application of sales distribution cost 
standards to measure the degree of 
efficiency with which distribution 
activity is being performed.” 


Standard cost plans have been ap- 
plied in many of the larger companies 
to distribution costs. However, the 
smaller companies have the same prob- 
lem; but very few of them have de- 
veloped comprehensive costing methods 
for distribution costs in the same way 
as they have for production costs. 
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Many companies in this situation are 
presently investigating the advantages 
of formal distribution cost systems 
over their present methods of dealing 
with distribution problems, 


Personal Observations on 
Cost Accounting 


At this point I would like to add a 
few personal observations on cost ac- 
counting. I would like to ask, “Can 
your company afford the cost of cost 
accounting?” I do not intend, how- 
ever, to include within the scope oi 
this question the field of cost analysis, 
which can provide management with 
very valuable information, such as 
comparative costs of product lines, 
study of effects of volume and sales 
mix factors on profits, statistics relat- 
ing to spoilage and material usage, 
manpower studies of requirements at 
various levels of productions, and 
periodic analyses of manufacturing ex- 
penses. On the other hand, the whole 
area of cost bookkeeping is questioned, 
especially the month-in and month-out 
calculations of unit costs, multiplica- 
tions by units produced, allocations and 
redistributions of overhead expenses 
and the preparation of innumerable 
journal entries adding to and deduct- 
ing from inventory accounts. 

Whether or not certain cost ac- 
counting systems are distinguished by 
such titles as standard costs, actual 
costs, direct costs or job costs, never- 
theless, many have their origin in the 
days of the model “T.” The school of 
cost accounting of the nineteen twen- 
ties was tailor-made for the “efficiency 
expert” mind, especially when unem- 
ployment in the nation fluctuated in 
different years from two million to six 
or eight million. Reasonably adequate 
cost data could then be determined by 
dividing direct labor cost by a given 
quantity of units produced because 
direct labor was truly a_ variable 
element of cost. When production 
periods were of short duration, direct 
labor employees were laid off. Today 
the picture is changed. In the last 
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ten years or more, direct labor unem- 
ployment has not fluctuated greatly. 
Business has been good, competent 
productive labor is scarce and hard to 
replace; and, furthermore, companies 
have found that it is much more effi- 
cient to produce on a year-round basis. 
In addition, such factors as union 
contracts, seniority provisions, and 
forms of guaranteed annual wage 
agreements have tended to make 
the direct labor force a _ semifixed 
cost (even a fixed cost in some in- 
stances) rather than a truly variable 
element of cost. 


In the years to come the produc- 
tion planning required for manu- 
facturing by automation (and the 
comparable kind of planning which 
nonautomation competitors will be 
forced into) will cause a fairly nor- 
mal pattern of production and of 
employment levels to be maintained. 
Costs under these conditions can 
be analyzed best on a “total cost” 
basis, that is, by looking at the en- 
tire production and labor picture 
for a whole year or for a seasonal 
business period. Only after the total 
annual payrolls (direct and indi- 
rect), together with all supplemen- 
tal payroll costs (including taxes, 
insurance, pensions and other bene- 
fits), are analyzed, can true and 
proper cost of production relation- 
ships be established. 


There is an analogy between cost 
accounting and the grocery busi- 
ness. In the nineteen twenties a 
grocery store could afford to pay 
clerks to select and carry merchan- 
dise to customers waiting at the 
counter. Today the economics of 
the grocery business makes it ex- 
tremely difficult or practically im- 
possible for this kind of service 
store to survive., The present day 
salaries of the grocery clerks are a 
good reason for this. The super- 
market proved to be the only an- 
swer in the grocery business. The 
result—today, more goods are sold 
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to more people at a much lower 
store cost per customer. 


To complete the analogy: Few 
companies can afford to pay the 
present-day salaries of cost account- 
ants and cost clerks required by 
certain cost bookkeeping methods. 
Periodic analysis of total costs will, 
I predict, prove to be the answer 
in the manufacturing industry. The 
result—more informative data will 
be provided to management at a 
much lower cost of cost accounting. 


The Small Business and 
Cash Profits 


The small business organization 
has essentially the same problems 
in management as the big compa- 
nies, but the small company has two 
definite advantages. First, you can 
see it. With one good look, you 
can see the sales and production pic- 
ture; you can judge how healthy its 
financial position is and what its po- 
tentials are. Secondly, it is easier 
for the small businessman to see 
that it takes more than paper profits 
to operate a business—that it takes 
cash profits. Even a company in a 
static position has the problem of 
replacing plant and equipment. Ina 
growth situation the element of ex- 
pansion is introduced with respect 
to the cash requirement of the com- 
pany. For example, more cash is 
required to carry additional accounts 
receivable and larger inventories. 
The problem of maintaining an ade- 
quate cash balance is often more 
difficult for small companies than 
for large ones, and this accents the 
smaller companies’ need for plan- 
ning and cost control. 

There are three factors in the 
business picture of the last ten years 
since World War II which make 
cash position and cash profits so 
important. First, taxes are not only 
higher than ever before but they are, 
for practical purposes, approaching 
a pay-as-you-go basis. A few years 
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ago federal corporation taxes could 
be paid in the following year in 
quarterly installments. This year 
all of the taxes for 1954 had to be 
paid by June 15, and two quarterly 
installments, equal to 10% of 1955 
taxes, will have been paid by De- 
cember 15, 1955. By 1959, 50% of 
taxes due will have to be paid by 
December 15. Secondly, salaries and 
wages present management with the 
weekly problem of cash. This becomes 
more and more acute as_ payrolls, 
plus the related costs of pensions, 
insurance, and payroll taxes, climb 
to a higher percentage of the sales 
income of most companies than ever 
before in their history. Finally, 
there is, in many companies, the 
phenomenon of profits in inventories 
resulting from a period of continu- 
ing rising market prices, when more 
and more dollars are tied up in in- 
ventory without corresponding in- 
creases in the quantities of stock 
on hand. 


When we speak of objectives we 
must recall that fundamentally the 
first objective of accounting is the 
determination of income. A_ few 
moments ago I spoke of cash profits 
and of net income after taxes. To 
trained accountants like yourselves 
there is no confusion in your minds 
with respect to these two concepts. 
Your professional training and years 
of experience enable you to grasp 
each one clearly; in one situation 
where net income is the deciding 
factor, or in another situation where 
cash or cashable profits are at issue. 
However, you undoubtedly recall an 
occasion when you were hard put 
to explain the difference between 
these two figures to an executive 
in your company, especially to a 
man who has come up through the 
ranks in sales, production or engi- 
neering. 

If you have faced this problem 
you will be interested in the remain- 
ing part of this talk. It outlines 
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what I believe to be a new approach 
to reporting to management, and a 
valuable supplement to your present 
method of accounting for month-to- 
month operations. I am presenting 
it now for two reasons: First, to so- 
licit your criticism, especially if you 
do not believe that this idea has as 
much merit as I do. Secondly, to 
receive your suggestions ‘and com- 
ments if you believe that it has a 
very definite appeal to management. 
| call this method “Reporting at the 
Point of Decision.” I submit that 
its principal attribute is that it 
speaks in the language of decision- 
making executives, the men who 
run your business but who do not 
have your accounting background. 


We all recognize the advantages 
of and necessity for consistency in 
financial statements. Reporting at 
the Point of Decision in no way 
proposes to run counter to the ac- 
cepted principles of accounting and 
statement presentation. The con- 
cept is, in a sense, statistical; it is 
intended to supplement conven- 
tional financial statements. 


The annual reports to stock- 
holders of many progressive com- 
panies frequently incorporate one of 
the principles underlying this ap- 
proach to reporting. Their state- 
ments of income in many cases con- 
tain language like “We paid to our 
employees” and “We paid for ma- 
terials, supplies, and services” in 
place of the more conventional pres- 
entation of a single amount labeled 
“Cost of Sales.” At one time only 
the condensed statement of income 
on page one of the report, or in 
the president’s letter, contained such 
language. It would make an inter- 
esting study to determine why this 
kind of language was addressed to 
the owners of the business, the 
stockholders, on the very first page 
of the report; and why, what may 
be described as accountant’s lan- 
guage, was used on the last page of 
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the report on the statement of in- 
come adjacent to the C.P.A.’s cer- 
tificate. 

Reporting at the Point of Decision 

Suppose for a moment that we 
were sitting at a conference table 
with the chief executive of your 
company and were reviewing the 
financial statements for the ten 
months ended October 31, 1955, and 
I said to him: “Mr. Smith, you in- 
curred that loss in August when you 
signed the purchase orders for the 
materials, not when you read about 
it on the financial statements in 
November. Salesmen’s orders from 
customers in June and July were fif- 
teen per cent below your sales fore- 
cast. When you failed to reduce ex- 
penses and eliminate overtime, you 
were in trouble. The excess inven- 
tory on hand at October 31 did not 
just happen when materials beyond 
your requirements were delivered 
and recorded in the inventory ac- 
counts in October. The vendors 
were actually manufacturing your 
orders in August’ and September. 

“The point of decision was in 
August when you put the purchase 
orders in the mail box. You should 
have been informed in August or 
September of the effect of this de- 
cision on your income or loss for 
the year; you should not have had 
to wait until the following Novem- 
ber when the accountants prepared 
the financial statements for the ten 
months ended October 31.” 

If these hypothetical remarks 
point up a situation which has oc- 
curred many times in the past in 
large companies as well as small, 
then executives and accountants 
would be well advised to re-examine 
their approach to internal reports 
to management. 

I believe that these remarks ap- 
ply also with respect to automa- 
tion in industry. 

Automation will not change the 
essentials of business; people and 
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companies will continue to buy and 
sell, to make and ship goods; ac- 
countants will continue to report on 
the results of operations. But, auto- 
mation will place an unusual degree 
of emphasis on planning. Decisions 
made by executives with regard to 
the sales program, production plans, 
material purchases, and manpower 
requirements will be much more im- 
portant in that so many decisions 
will be irrevocable, so few repar- 
able or reversible. Automation will 
be as intolerant of poor business de- 


cisions as aviation has been of 
human error or malfunctioning 
equipment. 


If so much depends on the de- 
cision and so few decisions once 
made can be changed, then we should 
provide for some means of report- 
ing business transactions at the 
point of decision. Executives should 
be able to see the effect of their de- 
cisions at the time the decision is 
made; and should be able to antici- 
pate, to the extent possible, the ef- 
fect it will have on the financial 
statements. 


In the succeeding part of this talk 
I hope to stimulate discussion by 
presenting what I believe is a new 
approach to reporting to manage- 
ment. You may ask if the same re- 
sults cannot be accomplished by 
footnotes or explanatory paragraphs 
on the existing form of month-end 
financial reports. The answer is that 
if this approach is more informative 
to management, then that is a good 
argument for keeping the kind of 
subsidiary records necessary to pre- 
sent statements in a manner which 
is coincident with executive deci- 
sion. Basically, this approach in- 
volves a shift in emphasis and tim- 
ing; it does not change the substance 
of accounting practice. 


Sales—Orders from Customers 


When one executive meets an- 
other for lunch and asks, “How’s 
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business?” and the reply is “Fine, 
better than last year,” I dare say 
that in nine out of ten instances 
their understanding of the term 
“business” is not shipments or even 
profits. A businessman invariably 
thinks of orders from customers as 
the true barometer of his business. 
In companies where today’s orders 
are next week’s or next month’s 
shipments, the point of decision is 
clear; it is the receipt and acknowl- 
edgment of a customer’s order; the 
actual shipment is, in a sense, an- 
ticlimactic. In a going concern an 
order is processed as a firm order 
as soon as it is acknowledged. 
Therefore, in Reporting at the Point 
of Decision, such transactions are 
accumulated daily. By so doing you 
are stating simply that your sales- 
man or customer has sent you an 
order and therefore you have made 
a sale. 

In a number of companies, sav- 
ings in clerical cost have been real- 
ized by processing sales at the same 
time as customers’ orders. Com- 
panies which ship from stock or 
from inventories of finished goods 
or parts have found that the most 
efficient method of handling cus- 
tomers’ orders is to first check the 
availability of the merchandise, and 
then, if the goods are in stock, to 
type the invoice copies simultane- 
ously with the necessary shipping 
papers, sales orders copies, and ack- 
nowledgment to the customer. 
Other subsequent steps in the sales 
accounting and clerical routine can 
also be eliminated by a one-time 
handling of the transaction. Where 
electronic or integrated data pro- 
cessing systems are in operation, 
the coding and recording of the 
sales invoice at the same time the 
order is processed is also more effi- 
cient because of the one-time hand- 
ling. 


Costs 
The next logical step in Report- 
ing at the Point of Decision is to 
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accumulate costs at the time mer- 
chandise or materials are purchased. 
Under this concept, sales orders are 
not thought of as being shipped 
“out of” inventory. If a company 
is On a going concern basis every 
article or part shipped must be re- 
placed in order to carry on the busi- 
ness. Only a company going out of 
business or one with excessive 
stocks on hand can say that it is 
shipping “out of” inventory. If we 
consider every purchase of material 
as a replacement of stock, then the 
cost of that purchase is the cost of 
the customers’ orders. We accumu- 
lated the amount of sales orders at 
the time customers’ orders ‘were 
acknowledged; accordingly we 
should now accumulate cost at the 
time we issue purchase orders to 
make or replace what we sold. 


In the same manner, this con- 
cept can be applied to the labor ele- 
ment in cost inasmuch as labor is 
employed to make or replace manu- 
factured goods sold on current or- 
ders. The total payroll paid to em- 
ployees, therefore, whether direct 
labor, indirect or overhead labor, 
should be accumulated currently 
and related to current sales orders 
received. The point of decision 
with respect to labor is the day 
management puts a man on the pay- 
roll. From that moment on the em- 
ployer is incurring cost which 
should be recognized as a current 
cost of doing business. The only 
exception to this position should be 
if there is specific evidence to show 
that a part of the labor is producing 
inventory or stock which is in ex- 
cess of the current year’s or season’s 
requirements but is required for 
sales of the next year or the next 
business season. 


In order to match current income 
of a business with current costs ac- 
cording to the concept of Report- 
ing at the Point of Decision, the 
amount of incoming sales orders are 
related to the sum of the purchases 
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made of merchandise, materials, 
supplies and services, plus the total 
payrolls paid or accruing to the 
employees necessary to carry on 
that business during any given 
period. 


Daily Reports to Decision- 
Making Executives 


Reporting at the Point of De- 
cision is intended to have three es- 
sential features: 1. Sufficient sup- 
plementary records are maintained 
so that reports can be made up in 
the way businessmen think; in the 
way they work, decide, and act. 
2. These records disclose the results 
of executive decisions as close as 
possible to the period in which the 
decisions are made, not after the 
fact. 3. Results are reported daily. 


A sample of the latter feature is 
the “TODAY” report, Exhibit A, 
which presents on one page twelve 
salient factors about the business. 
Just as election results can be fore- 
cast by tabulating early hour re- 
turns from representative districts 
and relating them to past perform- 
ances of these same districts, so also 
can business profits be estimated. 
Three things are necessary: First, 
study and establish the trends of 
orders received from customers, 
purchase orders mailed to vendors, 
and payrolls in the early months 
of prior periods in relation to final 
profits or losses from operations of 
those periods. Second, prepare a 
forecast of this year’s sales, pro- 
curement and manpower in terms 
of day-to-day operations and _ antici- 
pated decisions. In other words, 
estimate how much of the cus- 
tomers’ orders can be anticipated 
in January, in February, and so on; 
how much in the first ten days of 
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the month, and so on, Third, pre- 
pare daily a status report which 
shows how month-to-date figures 
compare with the proportionate 
share of the month’s forecast, and 
how the year-to-date actuals com- 
pare with the over-all forecast. Esti- 
mates of year-end profits or losses 
may be made by studying how early 
months’ results vary from those of 
prior years. 

The key figures in the sample 
“TODAY” report are found on the 
line which shows by how much the ' 
orders received from customers ex- 
ceed the sum of purchase orders 
mailed plus payrolls to date. By 
analyzing the over and under fore- 
cast amounts in these categories, 
especially where adverse conditions 
are indicated, the decision-making 
executive can see the storm warn- 
ings on the barometer. The “TO- 
DAY” report is, therefore, a means 
of calling attention to these con- 
ditions which directly affect profits 
when the executive still has time 
to do something about them. 


Reporting at the Point of Deci- 
sion can become a very effective 
tool of management because it high- 
lights the three key elements of 
running a business; sales, procure- 
ment, payrolls. The “TODAY” re- 
port is a necessary link in the 
chain between actual decisions and 
month-end financial statements. It 
is timely; it can be prepared eco- 
nomically. With the application of 
electronic or integrated data pro- 
cessing equipment, the “TODAY” 
report could be tabulated for up- 
to-the-minute presentation on the 
office wall of the president of a 
nationwide multiplant corporation 
in the same way as the market 
prices are in a stockbroker’s office. 
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What Price Professional Glory? 


(For Unincorporated Business Tax Purposes) 
By. Miriam I. R. Eorts, C.P.A. 


This paper reviews and summarizes the criteria by which the 

courts have heretofore decided whether an activity was profes- 

sional in nature, within the meaning of section 386 of the Tax 

Law, as a basis for making current judgments with respect to 
new situations. 


A TTAINMENT Of the title of profes- 

sional is an enviable status in our 
society. Theology, law and medicine 
have known the security and dignity 
of the title for centuries. However, 
in the rapidly changing world in which 
we now live, new fields are constantly 
reaching for the harbor of professional 
acknowledgment, but society, and the 
already accepted inner circle, are slow 
to include the newcomers in_ their 
haven. 

Even the tax laws, are designed to 
give preferential status to those fields 
of endeavor exalted into the profes- 
sional aura. The State of New York, 
for example, has seen fit to tax busi- 
ness in the corporate form under the 
Franchise Tax Law, and in the unin- 
corporated form under the Personal 
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1 Regulations, Article 6. 
2 Tax Law, Section 386. 
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Income Tax Law. However, should 
the title of professional attach to the 
business activity, an exemption from 
tax is granted. Thus have the law- 
makers seen fit to grant their approba- 
tion. Like society, though, the law has 
been loathe, and even slower, to extend 
the cloak of exclusiveness to the newly 
developing professions. 


Profession Defined 


The Tax Commission of our state 
has defined a profession by regulation! 
as any occupation or vocation, in which 
a professed knowledge of some depart- 
ment of science or learning is used by 
its practical application to the affairs 
of others. It has gone on to say that 
the word implies attainments in pro- 
fessional knowledge, as distinguished 
from mere skill. The definition, how- 
ever, when applied, results in some 
greatly diverse and inconsistent con- 
clusions. I‘or example, how does one 
justify the application of the appella- 
tion of professional to a certified short- 
hand reporter,’ and deny it to a trained 
economist with four degrees?? Of 
course since the law is strictly, more 
often than loosely, construed, and since 
taxpayers have the human frailty of 
reaching for a tax exemption rather 
more often than less, the exemption 
has been sparingly granted, both by the 
Tax Commission and the courts. 

Let us review what the “law giveth”, 
and what the courts “taketh away”. 
The Tax Law? imposes a tax on net 


latter of Jules Backman, 279 A.D. 1115; aff’d, 305 N.Y. 839: (1952). 
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incomes of unincorporated businesses, 
but specifically excludes the practice of 
law, medicine, dentistry, and architec- 
ture which, under existing law, cannot 
be conducted under corporate struc- 
ture; and further excludes any other 
professions in which more than eighty 
per cent of the gross income is derived 
from the personal services of individ- 
uals or partners, and in which capital 
is not a material income-producing 
factor. 


Exempt Professions— 
per Tax Law 


Thus the Tax Law has set up cer- 
tain criteria in its own body. It has 
named four specific professions. It 
has also extended its relief to other 
professions which obtain substantially 
all of their income from personal 
services, without a significant use of 
capital. 


Exempt Professions— 
per Regulations 


The Regulations! issued by the Tax 
Commission elaborate what, in its 
opinion, is the meaning and intent of 
the statute. Professions other. than 
law, medicine, dentistry, and architec- 
ture have been named by the Com- 
mission to include accounting, certified 
shorthand reporting, chiropody, dental 
hygiene, engineering, optometry, osteo- 
pathy, pharmacy, physiotherapy, teach- 
ing, and veterinary medicine and sur- 
gery. 

Exempt Professional Practice 

Combined with Business 


The Regulations! further instruct 
us that all professionally licensed in- 
dividuals, named specifically in the 
Law or Regulations, are not neces- 
sarily exempt from the Unincorpo- 
rated Business Tax. For example, a 
lawyer who conducts a real estate or 
insurance business does not by reason 
of his lawyer’s cloak escape; nor does 
a physician who operates a drug store ; 
nor a dentist who conducts a dental 
laboratory. Where professional prac- 


1 See note 1, supra. 
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tice is combined with business, the 
Regulations! permit a severance of 
the activities to allow partial exemp- 
tion. For example, if a pharmacist 
operates a drug store, as well as a 
pharmaceutical establishment, he is 
given the privilege of segregating or 
prorating his professional earnings 
from his business income. Only if 
the separation cannot be made does he 
become fully taxable. Similarly, an 
optometrist, who sells optical goods, 
would be given the opportunity to 
earn exemption from tax on his pro- 
fessional earnings separated from his 
business income. 

The Regulations! elaborate on the 
law by restating that eighty per cent 
or more of the gross income of a pro- 
fessional individual or partnership 
must be derived from the personal 
services of the individual or partners. 
Should twenty per cent or more of 
the gross income be derived from 
sources other than professional effort, 
the entire income becomes tainted and 
subject to tax. While the personal 
services must be performed by the tax- 
payer, he may employ assistants to 
perform part of the work. However, 
in such event the taxpayer must give 
personal attention to the work per- 
formed, he must consult with clients, 
he must guide and direct the work pro- 
cedures of his assistants, and he must 
supervise the formulation of advice 
and conclusions given to clients. Fur- 
thermore, in the event of the death of 
a professional individual, for example 
an accountant, optometrist, or pharma- 
cist, should his organization be con- 
tinued, the tax exemption would not 
apply to his estate or executors. 


Capital as a Material Income- 

Producing Factor 

The Regulations! interpret the mean- 
ing of capital as a material income- 
producing factor. Capital is not deemed 
material to the production of income 
if it is utilized for the purchase of 
furniture, equipment, tools and_ the 
like. For example, an engineering firm 
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that invested funds in its business in 
order to purchase furniture and to meet 
its payroll, would not be using capital 
as a material factor in the production 
of its income. On the other hand, the 
same engineering firm, if it purchased 
heavy machinery to engage in some 
construction work, would be so using 
capital. 


The criteria for professional status 
which envolve from the Regulations 
clarify and add to the criteria evolved 
from the Law. First, there are eleven 
additional specifically named _ profes- 
sions. Second, we obtain something of 
a working definition of a profession as 
a field of endeavor in which there is 
a need for science or learning which 
must be applied to the affairs of others. 
Third, we find standards for the taint- 
ing of professional status where busi- 
nesses are operated by professional 
people. Fourth, we obtain standards for 
measuring capital as a material factor 
in the production of income. 


Review of Court Decisions 


We now come to a review of how 
courts have dealt with the interpreta- 
tion of the Law and Regulations, and 
with the determinations of the Tax 
Commission. 


The first group of cases for review 
involve brokers of one kind or another. 
The Tower‘ case, practically the father 
of the line, is one of the most fre- 
quently cited decisions in the field. A 
lawyer and two laymen formed a part- 
nership to render service to the public 
as custom house brokers. Their func- 
tion was to consult with clients con- 
cerning the nature and extent of im- 
port duties, and to minimize such 
duties. The taxpayers held a license 
issued by the Treasury Department to 





4 Peo. ex rel. Duane L. Tower, 257 App. 


act as such brokers. Admission was 
made by the taxpayers that they could 
have incorporated, and that some of 
their competitors did function in cor- 
porate form. The Appellate Division 
held that the partnership was not prac- 
ticing a profession for Unincorporated 
Business Tax purposes because the 
knowledge and skill required in tax- 
payer’s business was not of that ad- 
vanced type requiring a specialized 
course of instruction. Such require- 
ment, in the court’s opinion, is implicit 
in the term “professional.” Secondly, 
the fact that taxpayer could operate as 
a corporation further removed it from 
the class of professional. The fact that 
the service performed was highly tech- 
nical, and required considerable knowl- 
edge and skill, was not in itself suffi- 
cient to give it exempt status; nor did 
the fact that it was licensed prove to 
be of any help. The taxpayer was held 
subject to the tax. 


In the Robinson® case we find, simi- 
larly, another situation of custom 
house brokers denied exempt status as 
professionals. 

In two other cases, Recht® and Otis", 
we find that insurance brokers are un- 
equivocally classified as business, and 
not professional. 

Practitioners before the Interstate 
Commerce Commission were sum- 
marily disposed of as non-professional 
in the Pollack® and Traub® cases. In 
the Traub case the petitioner, who was 
a lawyer, obtained a license as a non- 
lawyer to practice as a Registered 
Interstate Commerce Practitioner. His 
function was to prepare and present, 
for clients, applications, petitions and 
briefs, and represent clients before the 
Commission. Petitioner presented evi- 
dence that he was a lawyer, although 


Div. 1064; Aff’d, 282 N.Y. 407 (1940). 


5 Peo. ex rel. Henry W. Robinson, 259 App. Div. 956; leave to appeal denied, 284 N.Y. 


821 (1940). 


8 Matter of Rudolph Recht, 257 App. Div. 889 (1940). 


™ Matter of Cortlandt Otis, 259 App. Div. 


957 (1940). 


8 Matter of Abner Pollack, 266 App. Div. 699 (1943). 
® Matter of William D. Traub, 286 App. Div, 927 (1955). 
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not practicing as such, and that he 
had taken courses in Interstate Com- 
merce Law. The Court granted that 
courses in the field are given at uni- 
versity level, but emphasized that no 
degree is offered in the field. It there- 
fore felt that the technical skill in- 
volved was not of the advanced nature 
to warrant classification as a_ pro- 
fession. 

The next group of cases for con- 
sideration was those few in which tax- 
payers successfully established profes- 
sional status. The Teague! case is 
one of the rarities in which the erudi- 
tion and training of the taxpayer were 
sufficient to induce the courts to give 
the stamp of professional approval. 
In this case the petitioner was an in- 
dustrial designer who did not have a 
degree in the field, because at the time 
of his development, there were no such 
degrees given anywhere. However at 
the time this case developed, petitioner 
was lecturing and teaching at various 
universities which offered B.A. degrees 
in Industrial Design. He also wrote 
extensively, and was considered an 
authority in the field. The position 
taken by the Tax Commission was 
that since the petitioner had no degree 
in his field of practice, and since he 
held no license of any kind, he was 
engaged in business. The Court held 
that these arguments were invalid. It 
viewed as paradoxical that an indi- 
vidual, who was teaching the founda- 
tions of a profession to aspiring young 
professionals, should be held to be not 
professional himself, because he did 
not hold a degree for which he was 
preparing others. The Court went on 
to point out that the petitioner was 
practicing in a new field, which by 
dint of his own efforts had matured 
into acceptance as a profession for 
others who studied in the field. As to 
the fact that petitioner had no license, 
the Court pointed out that the licens- 

10 Matter of Walter D. Teague, 261 App. 
11 Matter of Alfred Geiffert, Jr., 267 App. 


ing of liquor dealers and auctioneers 
did not make them professional, and 
failure of petitioner to be licensed 
could not make him less of a profes 
sional. The Court therefore held that 
petitioner was engaged in an exempt 
profession, and not subject to tax. 
The Geiffert' case was another of 
the rare ones in which the petitioner 
was held to be a professional. In 
this case, as in the Teague case, peti- 


tioner was engaged in a newly develop- 


ing field, namely that of landscape 
architect. Petitioner was a pioneer in 
the field. Here too, he had no degree 
as a landscape architect because none 
was given in the early days of his de- 
velopment. By this time, however, 
many universities were conferring de- 
grees in landscape architecture. Peti- 
tioner collaborated on articles appear- 
ing in the Encyclopedia Brittannica 
and the Encyclopedia of Horticulture. 
The Appellate Division held that the 
petitioner was not a professional. The 
case was appealed, and the Court of 
Appeals reversed, and held that it was 
necessary that new professions be 
recognized in the law as well as in the 
universities. It should be noted that 
it took a bitterly contested lawsuit 
brought to the highest court in the 
State to finally give petitioner pro- 
fessional recognition. He was held 
exempt from tax. : 

Another case which was held not 
subject to tax, but had to reach the 
Court of Appeals to obtain such a de- 
termination, was the Voorhees’? case. 
In this case, the famous orchestra con- 
ductor, Donald Voorhees, presented 
two radio programs, the “Cavalcade of 
America” and the “Telephone Hour.” 
He hired and paid salaries to the musi- 
cians and arrangers, and paid the pro- 
motional and advertising expenses out 
of his funds. His principal function 
however was admittedly that of or- 


chestra conductor. The Appellate Di- 


Div. 652; aff'd, 287, N.Y. 549 (1941). 
Div. 681; reversed, 293 N.Y. 583 (1944). 


12 Matter of Donald D. Voorhees, 282 App. Div. 988; reversed, 308 N.Y. 184 (1953). 
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vision held that he was in the business 
of selling two radio programs involy- 
ing many elements bey ~ his conduct- 
ing function, and he was therefore 
not in a profession. The Court of 
Appeals reversed the Appellate Divi- 
sion. It held that Voorhees had back- 
ground and training of a most highly 
specialized kind; that his activities in 
the hiring of personnel and paying of 
expenses were for the convenience of 
his sponsors, and constituted a very 
small portion of his services; and that 
the services which he could and did 
perform that were of real value were 
those connected with his musical con- 
ducting. Voorhees was held to be en- 
gaged in a profession and exempt from 
tax. 

All three of these cases, in which the 
taxpayer was held exempt, namely 
Teague, Geiffert and Voorhees, went 
to the highest court of the State before 
the exempt status was determined. 

We then find a long line of cases of 
greater and lesser weight relying on 
the Teague and Geiffert cases, all un- 
successful in establishing professional 
status. It should be noted that some 
of these went to the Court of Appeals, 
and were denied exemption on some 
very strong facts in their favor. Of 
those that did not go up on appeal, it 
is difficult to predict what the outcome 
might have been had taxpayers been 
more tenacious in their lawsuits. 

For example, the DeVries!’ -case 
involved a furniture designer who 
studied designing, architectural design- 
ing, sculpture, and other fields of art 
and design. The Appellate Division 
held that he was engaged in a business 
not a profession. It relied, for its 
opinion, partly on the fact that peti- 
tioner was paid for his designs, by 
furniture dealers, on the basis of a 
percentage of their sales of his designs. 
Furthermore, it relied on the fact that 


3 Matter of Herman DeVries, 266 App. Div. 


his consultations with them, on the 
kinds of woods and finishes to be used, 
was indicative of business status. The 
case went to the Court of Appeals 
where the lower court was upheld, and 
petitioner was held taxable. However, 
a very strong and cogent dissenting 
opinion was written, which pointed out 
that petitioner was a highly trained and 
developed artist of admittedly high 
caliber. His work was principally de- 
signing, and his consultations as to 
manufacture were incidental to the best 
development of his designs. The opin- 
ion further pointed out that his being 
paid on a percentage of sales basis was 
no different from the situation of 
writer who is paid a royalty on the 
number of books sold. The opinion 
concluded that taxpayer should be 
deemed professional. However, dis- 
senting opinions do not make law, and 
they give little solace to the taxpayer 
under fire. The taxpayer was held 
subject to tax. 

In the Schmidt** case, petitioner was 
a textile technologist who received 
diploma after three years at the Phila- 
delphia Textile Institute. He did ad- 
visory and consulting work for various 
textile firms. The Court held that 
there were some points of resemblance 
to the Teague and Geiffert cases, but 
not sufficient to extend professional 
exemption, 

The Englehardt® case dealt with 
firm of educational plant engineers, 
whose function it was to advise as to 
the planning of school buildings. The 
Court held that the petitioners were 
not professional because, while some 
universities offer semester courses in 
the field of plant engineering, none 
gives a degree so named. 

In the Backman case, the petitioner 
was an economist who functioned as a 
consulting economist to many business 
firms. He was a professor of econ- 
omics at New York University. He 


1030; aff'd, 292 N.Y. 529 (1943), 


14 Vatter of Milton Schmidt, 282 App. Div. 980 (1953). 
15 Matter of Nicholaus L. Engelhardt, 281 App. Div. 1053 (1952 
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held the degrees of Bachelor of Com- 
mercial Science, Master of Business 
Administration, Master of Arts, and 
Doctor of Commercial Science. He 
wrote and lectured extensively in the 
field of Economics. The Court held 
that his consulting activities were car- 
ried on as a business and not as a 
profession. The decision can only 
make one marvel at the intellectual 
erudition inherent in business practice. 

In the Hewitt!® case, petitioners, a 
partnership, ran a private day school 
where they taught and supervised other 
teachers and administrative assistants. 
They claimed exemption on the ground 
that eighty per cent of the income was 
derived from the services of the part- 
ners, and that the services of their 
employee teachers and assistants should 
be ascribed to the partners. No one 
apparently claimed that teaching was 
not a profession. However the Court 
held that the services of employed 
teachers cannot be ascribed to their em- 
ployers because the teaching services 
performed are independent of the kind 
of direction and supervision intended 
by the Tax Commission Regulations". 
The Appellate Division held the school 
to be an unincorporated business and 
subject to tax. The Court of Appeals 
upheld the decision. 

Another puzzling case is the one of 
Strayer'. Here petitioner was a prac- 
ticing chiropractor who was held to be 
subject to tax. The State of New York 
does not license chiropractors, and the 
Court made its determination appar- 
ently on this basis. There is no ques- 
tion that degrees are given in the field, 
that petitioner had such a degree, that 
in many States, chiropractic is a lic- 
ensed profession. The Court contends 
that until the Education Department 
grants licenses to chiropractors the Tax 
Department cannot acknowledge them 





as professionals. 

Neither the Schmidt, nor the Engel- 
hardt, nor the Strayer cases went be- 
yond the Appellate Division. All were 
strong cases, where the petitioners 
were well-trained people practicing in 
fields which, in future years, will more 
likely than not be unequivocably ac- 
cepted as professions. What the Court 
of Appeals might have done about 
them is anybody’s guess. The DeV ries, 
Hewitt and Backman cases went to the 
Court of Appeals, and despite the 
seemingly bad law they make, law it 
is, nonetheless. 

We then come to a group of' cases 
dealing with trained technicians, but 
all of them somewhat short of per- 
suasion of professional status for one 
reason or another. 

The Seidman'® case, for example, 
was one in which the petitioners were 
textile brokers and consultants. Their 
function was to develop new textile 
fabrics and work out technical prob- 
lems relating thereto for mills and con- 
verters. The Court held that petitioners 


could just as well have functioned as’ 


a corporation, and were subject to tax. 

In the Blaikie! case, petitioner was 
a restaurant and food engineer, expert 
in restaurant equipment, operation and 
management. His knowledge was not 
deemed by the Court to be such as to 
make him a professional. He was held 
subject to tax. 

In the Pennicke®® case, petitioner 
who was an industrial consultant, was 
held subject to tax. His services in- 
volved the improvement of methods of 
office management and executive con- 
trol. He was neither an engineer nor 
an architect. The Court held him to be 
non-professional. 


A number of cases of seemingly still 
lesser merit fall into the same pattern 


16 Matter of Caroline D. Hewitt, 272 App. Div. 1; aff’d, 297 N.Y. 239 (1947). 
17 Matter of Kenneth S. Strayer, 285 App. Div. 739 (1955). 

18 Peo, ex rel. George I. Seidman et al., 260 App. Div. 898 (1941). 

19 Peo, ex rel. Ralph L. Blaikie, 267 App. Div. 923 (1944). 

20 Matter of Harold C. Pennicke, 266 App. Div. 888 (1943). 

21 Matter of Frederick A. Dewey, 269 App. Div. 887 (1945). 
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of being held taxable. The Dewey"! 
case involved an investment consult- 
ant; the Cherington? case dealt with 
marketing consultants; the Wiattick*’ 
case was one of a sales promoter; the 
Moffett™* case concerned itself with a 
consultant in corporate finance; the 
Adelsberg®® case revolved about a 
valuation expert. In all of these situa- 
tions, the activities could have been 
conducted in corporate form. 


Summary 


‘rom a review of the cases we can 
set up a further group of criteria, un- 
fortunately not always consistent, but 
of some general value in arriving at 





our own appraisals of subjectivity to 
tax. A degree should be given in the 
field, and the taxpayer should hold 
such a degree. A license should be 
given in the field, but need not be held 
by taxpayer, and sometimes when 
given proves of no significance. The 
taxpayer should have knowledge of an 
advanced type in a given field, gained 
by a prolonged course of specialized 
instruction. The taxpayer organiza- 
tion should not be susceptible of cor- 
porate form. Most important of all, 
determination should be sought in a 
Court that has a psychological affinity 
for the particular profession under 
fire. 


22 Matter of Paul T. Cherington, 269 App. Div. 888 (1945). 
23 Peo. ex rel. Val. R. Wittick, Jr., 270 App. Div. 774; aff'd, 269 N.Y. 720 (1946). 
24 Peo. ex rel. John K. Moffett, 276 App. Div. 38; aff'd, 301 N.Y. 597; cert. den., 340 


US. 865 (1949). 


25 Matter of Hyman Adelsberg, 278 App. Div. 606 (1951). 
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Franchise Tax Returns 





for Business Corporations 
By H. J. Connors 
This paper points up the importance of fully and properly completing 


the New York franchise tax reports. It also discusses some problems 
of allocation and reclassification. 


IN2B02¥ likes taxes, so I suppose it 
is not easy to develop an affection 
for people like me who are responsible 
for collecting taxes. On the other hand, 
we in the Tax Department have found 
it easy to develop a liking and respect 
for you people in the accounting pro- 
fession. Your knowledge and spirit 
of cooperation have immeasurably sim- 
plified our job of administering the 
Tax Law. That is why I was so 
pleased to receive the invitation to 
talk with you today. Discussions such 
as this are just as valuable to us as 
we hope they are to you. 

Your chairman indicated that you 
would like me to cover those problems 
which may exist between the Depart- 
ment and the practitioner in order to 
arrive at a better understanding. He 
also suggested some comments on allo- 
cation and reclassification. 


I do not need to remind you that the 
tax statutes dictate the course of 
nearly every operation and that our 
first duty is to carry out their intent 
as we see it and as the courts define 
it. But within this framework there 
must always be a place for principles 
of fair play and justice and for full 
regard for the rights of the taxpayer. 





H. J. Connors is Deputy Tax 
Commissioner and Director of the 
Corporation Tax Bureau, Depart- 
ment of Taxation and Finance, 
State of New York. This paper 
was presented by Mr. Connors at 
a Society meeting held in Mount 
Vernon, N. Y., on February 9, 
1956. 
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While the State tax administrator has 
the responsibility always to protect the 
interests of the State government, he 
is no less obligated to help preserve 
the rights of the taxpayer. 

The interests of the government and 
of the taxpayer are parallel and can 
best be served when there is mutual 
understanding between the State, the 
taxpayer, and you, as the representative 
of the taxpayer. 


Importance of Fully Completed 
Tax Reports 


You can be of enormous help to 
us if you will see to it that proper 
and complete franchise tax reports are 
filed with the Department. In the 
processing of so many thousand re- 
ports, you can appreciate that in the 
auditing procedure, difficulties inevit- 
ably arise where the reporting tax- 
payer has failed to answer some of 
the questions on the form. Naturally, 
this leads to time-consuming corre- 
spondence which might have been 
avoided, and is a source of irritation 
to both the Department and the tax- 
payer. 

I*requently the taxpayer’s reply to 
a letter from this office is: “That item 
was left blank because there was noth- 
ing to insert.” We approach our job 
with the conviction that by far the 
greatest number of our taxpayers are 
honest. However, experience has in- 
dicated that where through error, an 
item has been left blank, the proper 
answer is not necessarily “no” or 
“none.” If the proper answer is “no” 
or “none”, and if the taxpayer would 
simply indicate “no” or “none” in the 
spaces provided, a great deal of corre- 
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spondence could be avoided to the 
advantage of all parties concerned. 

| cannot emphasize too strongly the 
necessity for completing all of the 
forms as furnished by the Depart- 
ment. Please don’t attach separate 
schedules as a substitute for answers 
required on the form. Separate 
schedules are acceptable only where 
necessary to amplify the answers to 
questions on the form. The many 
thousands of reports which are filed 
annually are audited by a very small 
force of examiners. As you can read- 
ily understand, the auditing of these 
reports is expedited to a tremendous 
degree when they are all prepared in 
a uniform manner. And incidentally, 
we have found that in many cases the 
use of separate schedules has reacted to 
the disadvantage of the taxpayer. As 
a result of not using the form pro- 
vided, a taxpayer frequently fails to 
take advantage of the deduction of its 
income from subsidiaries or of 50% of 
its dividends from non-subsidiary cor- 
porations. As you can appreciate, 
such errors are more difficult for our 
examiners to detect when the proper 
form is not used. Believe it or not, 
we are as happy to make refunds 
when the taxpayer has overpaid its tax 
as we are to ask for additional taxes 
when it has underpaid. Seriously, I 
mean that. We're human beings, the 
same as you, and it always gives us 
considerable pleasure to notify a tax- 
payer it has a refund coming. But 
we can’t do it if you don’t give us the 
necessary information. 


Make-up of Tax Report Form 3 CT 


It might be well at this point to 
mention briefly the make-up of the 
report form. One of the questions 
that might come to your mind is how 
the reports to be filed this year by 
Article 9-A taxpayers compare with 
the reports for previous years and with 
the Federal reports. There has been 
no substantial change in Page 1 of the 
report. The first 30 items are exactly 
the same as on the Federal tax return. 
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Items 31 to 43 should be used to make 
the adjustments to Federal net income 
as outlined in the regulations. Schedule 
D on the franchise tax report has been 
revised to conform with the revised 
Schedule M on the [Federal return. As 
you know, Federal net income is the 
starting point in the computation of 
entire net income for New York State 
franchise tax purposes. In view of 
this, it is readily apparent that Schedule 
D on Page 2 of the report, which is 
the reconciliation of income and sur- 
plus on the Federal return, must be 
properly completed on your New York 
franchise tax report. Without Sched- 
ule D, we cannot verify that entire net 
income on your New York State fran- 
chise tax report has been based on 
Federal net income. 


Now, let’s go back for a moment to 
the Officers’ schedule. As you prob- 
ably have noted, commencing with the 
reports filed in 1954, we have included 
on the form provisions and instruc- 
tions for computing the alternative tax, 
taking into consideration both officers’ 
salaries and net income. The Depart- 
ment feels, and I believe you will agree, 
that there is no longer any reason for 
failing to use this method where it is 
applicable and to make the remittance 
accordingly. 

Before we leave orm 3 CT, I’d like 
to discuss the reporting of federal 
changes in net income. There is pro- 
vision for reporting such changes in 
Schedule H on Page 3. Where there 
are changes, we require the filing of 
a certified or photostatic copy of the 
schedules labelled “Adjustments to Net 
Income” and “Explanation of Items’”’ 
from the lederal Revenue Agent’s re- 
port. 

Please don’t send the original Reve- 
nue Agent’s report and request that it 
be returned. Obviously, if we return 
the original Revenue Agent’s report, 
we have no permanent record in our 
files as to the basis for the corrected 
tax. 

When the change by the Revenue 
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Agent results in a reduction in net 
income for Iederal purposes, we also 
require a certified or photostatic copy 
of the Certificate of Overassessment or 
Notice of Adjustment issued by the 
Treasury Department. This certificate 
is essential before a reduction of fran- 
chise tax can be approved. [or your 
information, this Certificate can be 
identified by Federal form numbers 
7776 or 1331. 


Allocation Problems—Business 
Income and Capital 


Now for a few minutes let’s touch 
on some of the problems that arise 
in connection with allocation, It would 
be stretching the truth to leave you 
with the impression that we have no 
problems in this field. 


In the first place, any corporation 
is entitled to allocate its investment 
income and capital and its subsidiary 
capital outside New York. It is not 
necessary to have a place of business 
outside New York to claim such an 
allocation. I shall therefore confine 
my discussion to the allocation of busi- 
ness income and capital. 


Not every corporation taxable under 
Article 9-A is entitled to a business 
allocation. The statute provides that 
the business allocation will be 100% 
unless it can be shown that the cor- 
poration has either a “regular” or a 
“permanent or continuous” place of 
business outside the State. 


If it has a regular or permanent and 
continuous place of business outside 
New York, then business income and 
business capital are allocated by a 
business allocation percentage using 
the so-called “Massachusetts formula” 
which is used in a number of other 
states. It is a three-factor formula 
using property, receipts, and payrolls. 
The percentage of each factor is de- 
termined and the total of the three per- 
centages is divided by three to find the 
business percentage to be applied to 
business income and business capital. 
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The Property Factor 


There is very little difficulty in deter- 
mining the property factor. It in- 
cludes all real and tangible personal 
property owned by the taxpayer, as 
well as all real property rented by the 
taxpayer from others. Such property 
is allocated to the place where it is 
located. The fair market value of real 
property which is rented ‘by the tax- 
payer from others is determined by 
multiplying the rent payable during the 
year by eight. Rent is defined to in- 
clude not only the actual rent paid, but 
also amounts paid by the taxpayer in 
lieu of rent. A common error made 
by taxpayers in computing the prop- 
erty factor is the use of year-end val- 
ues instead of average values. This 
problem could be eliminated if  tax- 
payers would complete column (d) of 
the balance sheet properly to show the 
average value of their assets. The 
values used in the property factor 
must be consistent with the values used 
in column (d) of the balance sheet. 


The Payroll Factor 


Likewise, we find that taxpayers 
have very little difficulty in determin- 
ing the payroll factor. As you know, 
there should be included in the payroll 
factor only compensation paid to the 
taxpayer’s own employees. Therefore, 
the payroll factor may not include the 
compensation of persons paid by an- 
other corporation even if the taxpayer 
has reimbursed this other corporation 
for services performed on its behalf. 
The compensation of general executive 
officers must of course be excluded. 


The Receipts Factor 


The greatest number of problems 
with respect to allocation arise in con- 
nection with the allocation of receipts. 
At this point, it might be worthwhile to 
reemphasize the distinction between a 
“regular” and a “permanent or con- 
tinuous” place of business, since this 
is so important with respect to the re- 
ceipts allocation. 
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The Regulations define a “perma- 
nent or continuous” place of business 
as any bona fide office, factory, ware- 
house, or ofher space at which the tax- 
payer is doing business in its own name 
in a regular and systematic manner, 
and which is continuously maintained, 
occupied and used by the taxpayer in 
carrying on its business through its 
regular employees regularly in attend- 
ance. 


Now, let’s take the case of a cor- 
poration whose only activity outside 
New York State consists of storing 
merchandise in a public warehouse 
from which deliveries are made to its 
customers. The public warehouse is 
not a permanent or continuous place 
of business as defined in the Regula- 
tions, but it is a “regular” place of 
business. The law therefore permits 
this taxpayer to allocate its property 
within and without New York on the 
basis of where such property is lo- 
cated. However, the receipts from the 
sale of the property in the warehouse 
must be allocated to New York. Per- 
mit me to cite another illustration of 
problems that arise with so-called con- 
vertors—corporations which are lo- 
cated in New York and which pur- 
chase greige goods for shipment to in- 
dependent finishing mills principally 
located in the South. The greige 
goods remain at the plant of the inde- 
pendent contractor until the taxpayer 
issues instructions to the independent 
contractor to print the goods and ship 
the finished product to the taxpayer’s 
customer. In such cases, we permit 
the taxpayer to allocate, outside New 
York, the greige goods located at the 
independent contractor’s plant outside 
New York, but we insist on the allo- 
cation of all of the receipts to New 
York because the goods are not 
located at a permanent or continuous 
place of business of the taxpayer out- 
side New York at the time of appro- 
priation to the order. 


Let’s assume that in the example 
mentioned above, the taxpayer has 
some employees of its own on the 
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premises of the contractor—to super- 
vise processing or shipping of the 
goods. Many taxpayers are under the 
impression that the mere presence of 
their employees on the premises of the 
independent contractor makes such 
premises a permanent or continuous 
place of business of the taxpayer. That 
is just not so. As I said before, a 
permanent or continuous place of busi- 
ness outside New York is a place of 
business where the corporation is 
doing business in its own name, in a 
regular and systematic manner, as that 
term is generally understood. In the 
last analysis, the use of common sense 
will tell a taxpayer whether the place 
of business under consideration is his 
own or that of another. 


Real Estate Corporations Taxable 
under Section 182 


While we could continue discussing 
Article 9-A at much greater length, 
this is of course only one part of the 
tax structure administered by the Cor- 
poration Tax Bureau. In the limited 
time available, it might be worthwhile 
to touch on the question of real estate 
corporations taxable under Section 182 
of Article 9, since the greatest number 
of corporations not taxable under Arti- 
cle 9-A fall within this category. The 
conditions under which a corporation 
becomes exempt from taxation under 
Article 9-A and becomes subject to 
tax under Section 182 are clearly de- 
fined by the statute. Since these con- 
ditions are extremely limited, you can 
see that most of our problems arise 
in connection with the activities which 
prevent a corporation from being sub- 
ject to tax under Section 182. 


The law provides that in order to 
be taxable under Section 182, a cor- 
poration must be wholly engaged in 
certain activities. It is the interpre- 
tation of the Tax Commission that 
the term “wholly engaged” must be 
construed literally, and that any devi- 
ation, no matter how slight, from the 
activities permitted prevents a corpo- 
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ration from being taxable under Sec- 
tion 182. 


As you know, the law defines real 
estate corporations, for the purposes 
of Section 182, as those wholly en- 
gaged in: 

1. The purchase and sale of, and 

holding title to, real estate for 
itself ; 


2. subleasing real property held 
under a leasehold for a term of 
20 years or more, by the terms 
of which the taxes on the real 
property are paid by the lessee 
corporations ; 


3. holding title to bonds, notes or 
other obligations of the purchaser 
received upon the sale of any 
such real estate or any such 
leasehold and secured thereby. 


To permit real estate corporations 
a certain amount of latitude in their 
ordinary operations, the statute pro- 
vides that a corporation will not lose 
its classification under Section 182 if 
not more than 10% of its average 
gross assets, at full value, consists of 
stocks, bonds, or other securities, or 
loans to wholly owned subsidiaries 
taxable under Section 182. 

In connection with this provision, 
we frequently encounter a taxpayer 
who believes it is remaining within 
the scope of Section 182 when it loans 
money to a wholly-owned subsidiary 
which is exclusively engaged in real 
estate activities outside of New York. 
Such a loan in any amount causes 
reclassification to Article 9-A if the 
subsidiary is not a taxpayer under 
Section 182. It is clear that the statute 
permits loans only to wholly-owned 
subsidiaries taxable under Section 182, 
and then subject to the 10% provision. 

The statute further provides that a 
corporation will not lose its classifica- 
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tion under Section 182 if it holds or 
acquires the entire capital stock of one 
or more corporations taxable under 
Section 182. The effect of this ex- 
emption is to exclude the value of such 
stock from the 10% limitation. 

The statute finally provides that a 
Section 182 corporation will not lose 
its classification if it holds United 
States securities purchased on or after 
January 1, 1941, and owned on De- 
cember 31, 1946. This section is so 
clear that no further comment appears 
necessary. 

It should be obvious that engaging 
in any activities other than those | 
have just outlined will cause a corpo- 
ration to lose its Section 182 classifi- 
cation. Examples of such activities are 
(1) renting furnished apartments or 
personal property of any kind; (2) 
acting as a broker or management 
agents for others; (3) holding prop- 
erty under a leasehold of less than 20 
years; and of course, making loans of 
any amount other than those of the 
type I have already mentioned. 

There may be other activities which 
would subject a corporation to re- 
classification to Article 9-A, but the 
examples I have mentioned will serve 
as a guide. 

I know that in the limited time 
available I have not been able to cover 
all the questions you may have in your 
mind regarding the administration of 
the Tax Law. I hope that what | 
have said will be of some help to you 
in your relations with the Department. 
Any time that you wish to come to 
Albany to discuss specific tax problems 
of your clients, we will make every 
effort to arrange the time for such a 
conference to suit your convenience— 
and we will be more than happy to 
see you. It has been a real pleasure 
for me to be here, and I want to thank 
you for your very kind attention. 














Codification of Statements 
on Auditing Procedure 


The Board of Directors of the Society feels that the growing 
acceptance by the profession throughout the country of the pro- 
nouncements of the Committee on Auditing Procedure of the 
American Institute of Accountants, makes it a matter of great 
importance that all members of the Society be fully informed with 
respect to them. Accordingly, it has been decided to publish, in 
serial form, in Tur New York CertiFiep PuBLic ACCOUNTANT, 
the two principal Institute publications in which they are set forth, 
namely, “Generally Accepted Auditing Standards, Their Signifi- 
cance and Scope”, and “Codification of Statements on Auditing 
Procedure’. The following reprint is the third in the series deal- 
ing with the “Codification”. 


II—CONFIRMATION OF PUBLIC UTILITY ACCOUNTS 
RECEIVABLE 


Query: The XYZ Corporation is a utility with a satisfactory system of 
internal control and has approximately 50,000 residential, commercial, rural, 
industrial, and other customers. Is it practicable and reasonable to communicate 
directly with these customers as a matter of regular procedure in the examination 
of the company’s financial statements, and if so, how extensive should the 
confirmation be? 

The total receivables of utilities usually average two per cent of all assets 
and about ten per cent of annual revenues. Accumulations of receivables 
materially beyond these percentages result from unusual conditions and would 
evoke inquiry, apart from the question of confirmation. The average account 
balance for all accounts receivable of utilities seldom averages more than $10 
a customer. 

It is desirable to discuss the receivables under two general categories, 
namely : 

A. The large accounts—municipal, other utilities, industrial, and mis- 

cellaneous. 


B. The “mass” accounts—residential, commercial, rural, and merchandise. 


Experience indicates that on the average a little less than half the total electric 
utility receivables is represented by the first group consisting of industrial 
and other large accounts, and that for utilities other than electric the proportion 
is usually smaller. 

It is recognized that in many utilities these two categories are not carried 
in separate general ledger control accounts. However, most utilities maintain 
sufficient subdivisions in the detail records to permit such a classification. 


A. The Large Accounts—Municipal, Other Utilities, 
Industrial, and Miscellaneous 


The large accounts are carried with organizations which maintain adequate 
records and accordingly are in a position to express an informed opinion on 
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the correctness of charges made against them. The methods of computation 
for service rendered to these customers [page 41*] are often very technical, 
complicated, and difficult to test-check. While internal control is important and 
must be considered, it cannot be relied upon as greatly by the independent 
auditor to serve his purposes as in the case of “mass” accounts discussed later, 
Furthermore, because of the size of individual accounts it is possible for 
irregularities, if any exist, to be confined to relatively few accounts. Accord- 
ingly, the extent of confirmation of these receivables should be similar to that 
of the accounts of an industrial enterprise where comparable conditions prevail. 


B. The ‘Mass” Accounts—Residential, Commercial, 
Rural and Merchandise 


Many factors distinguish this class of accounts from those of the first group, 
The average number of “mass’’ accounts of a utility is very large in relation 
to the gross revenues and varies from a few thousand in a small utility to 
hundreds of thousands in the larger organizations. Individual balances average 
a few dollars each; even including merchandise instalment accounts, an average 
of under $10 a customer is ordinary. Because utilities follow the policy of 
disconnecting service if the “mass” accounts are not promptly paid and in many 
cases grant more than ordinary discounts for prompt payment, the total amount 
of service receivables not derived from the current month’s billings is generally 
not significant. 


The characteristics of these accounts create a large volume of small and 
simple repetitive operations which require special skill and efficiency for economi- 
cal performance. As a result these operations are ordinarily assigned to 
separate employees or departments which operate independently of one another. 
In the particular case under consideration it was found that the more important 
separation of duties among employees and departments is as follows: 


Installation and removal of meters or stations 
Meter reading 

Billing and maintenance of receivable ledgers 
Receiving payment on accounts 

Investigation and collection of delinquent accounts 


Ne taeda Sih cs 


In addition to the above segregation of major duties among independent depart- 
ments or employees, further secondary checks are employed, such as rotation 
of meter readers among routes, checking of new accounts against those previously 
written off, maintenance of control accounts by employees other than those 
assigned to detail accounts, requirements that vacations be taken by cashiers, 
and approval of discounts forfeited. 


[page 42] These segregations of duties among disassociated employees 
create an internal control which prevents any particular employee from con- 
trolling a sufficient number of the operations to conceal material irregularities, 
and assures essential accuracy and the absence of any but minor irregularities. 
In reviewing such systems, the presence or absence of a particular feature of 
the system should not be stressed unduly unless it is likely to be the source of a 

* This reference, and those which follow in the same form, are to the paging in the 
official edition of this publication. This will facilitate the use of the cross-references appear- 
ing in the original document. 
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fundamental weakness. It is the effectiveness of the system as a whole which 
is important in justifying reliance upon the accounts. 


Where applicable, controls essentially comparable with the foregoing are 
also maintained over merchandise receivables. The company collects merchan- 
dise instalments as part of its monthly bill for service and, in addition to 
disconnecting service if the monthly bill is not paid, follows the practice of 
repossessing the merchandise after an instalment is thirty days overdue. The 
amount of overdue accounts is consequently negligible. 


Experience gained from review and test checks of systems of internal 
control, such as the one described, indicates that the “mass” accounts receivable 
balances maintained by most utilities are reliable for financial statement purposes, 
and that where the system in operation is good, test confirmation for the 
purpose of checking the credibility of the company’s representations as to their 
authenticity is not necessary. 

Where the conclusion reached in a specific case is that the system in 
operation is good, experience has nevertheless indicated the desirability of 
making a small sample circularization as an additional check upon the function- 
ing of the internal control. In the case of the XYZ Corporation, which has a 
satisfactory system of control and approximately 50,000 “mass” accounts 
receivable with customers, approximately half with unpaid. balances, it is 
believed that confirmation of a few hundred accounts will be adequate for this 
purpose. It is also believed that, in view of the purpose of the test, which is to 
provide an additional check upon the functioning of the internal control, such 
a test confirmation is desirable even when test confirmations are made by the 
utility’s internal auditors. 


Division of duties comprising internal control will vary among utilities 
according to type of utility and concentration of activities. It should be borne 
in mind that where a satisfactory system of internal control does not exist, a 
larger portion of the accounts should be confirmed, the extent being dependent 
upon the circumstances of the particular situation. 


III—REFERENCES TO THE INDEPENDENT PUBLIC ACCOUNTANT 
IN SECURITIES REGISTRATIONS 


[page 43] In defining its concept of the independent public accountant’s 
responsibility the Securities and Exchange Commission has clearly indicated that 
it concurs in the Institute’s view that the registrant is primarily responsible for 
the financial representations; that the independent public accountant’s responsi- 
bility is limited to an expression of his professional opinion; and that he cannot 
properly undertake to express such an opinion except on the basis of an ade- 
quate examination conducted with professional skill and acumen. 

In its statement* accompanying Amendment 3 to Regulation S-X the 
Commission discusses in detail its requirements respecting the independent pub- 
lic accountant’s opinion. Rule 2-02 of Regulation S-X now provides: 

“(a) Technical requirements 

“The accountant’s certificate shall be dated, shall be signed manually, and 
shall identify without detailed enumeration the financial statements covered by 
the certificate. 


* SEC Accounting Series Release No. 21. 
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“(b) Representations as to the audit 


“The accountant’s certificate (i) shall state whether the audit was made in 
accordance with generally eee phos standards; and (ii) shall desig 
nate any auditing “procedures generally recognized as normal, or deemed neces 
sary by the accountant under the circumstances of a particular case, which have 
been omitted, and the reasons for their omission. 


“Nothing in this rule shall be construed to imply authority for the omission 
of any procedure which independent accountants would ordinarily employ in 
the course of an audit made for the purpose of expressing the opinions required 
by paragraph (c) of this rule. 

“(c) Opinions to be expressed 

“The accountant’s certificate shall state clearly: 

“(i) The opinion of the accountant in respect of the financial state- 
ments covered by the certificate and the accounting principles and prac- 
tices reflected therein ; 

“(ii) The opinion of the accountant as to any material changes in 
accounting principles or practices, or method of applying the accounting 
principles or practices, or adjustments of the accounts, required to be set 
forth by rule 3-07; and 

“(iii) The nature of, and the opinion of the accountant as to, | page 
44| any material differences between the accounting principles and _prac- 
tices reflected in the financial statements and those reflected in the accounts 


after the entry of adjustments for the period under review. 


“(d) Exceptions 


“Any matters to which the accountant takes exception shall be clearly iden- 
tified, the exception thereto specifically and clearly stated, and, to the extent 
practicable, the effect of each such exception on the related financial statements 
given.” 


It is important that language used in registration statements and prospec- 
tuses to identify financial representations presented therein should avoid imput- 
ing to the independent certified public accountant responsibility greater than 
that contemplated by the Act or intended to be assumed by him. When financial 
statements are thus referred to by the registrant, language comparable to the 
following should be used: 


“The following financial statements and schedules have been examined by 
— -, independent certified public accountants, whose report with 
respect thereto appears on the following page.’ 


This statement may be supplemented, if desired, by a phrase “and such 
financial statements and schedules have been made a part of this registration 
statement in reliance upon the report of such firm as experts” or “and such 
financial statements and schedules have been made a part of this registration 
statement with the authority of the report of such firm as experts.” The pur: 
pose is to state that the accountant in his capacity as an independent expert has 
examined the financial statements, which are, however, the representations of 
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Codification of Statements on Auditing Procedure 


the registrant, and to direct attention to the opinion of the accountant, which 
should be read in conjunction with those representations. The language used 
should avoid such phrases as “has been prepared by————, independent cer- 
tified public accountants,” or “are stated on the authority of such firm as 
experts.” 


Earnings Summaries, Etc. 


Earnings summaries, sales and earnings tables, historical financial infor- 
mation, etc., as included in registration statements and prospectuses are, for the 
most part, extracts or summaries of information contained in financial state- 
ments included therein, or in previous reports issued by the company. 


In Accounting Series Release No. 62 the chief accountant of the | page 45] 
Commission comments as follows on the independent public accountant’s re- 
sponsibility for summary earnings tables: 


“Summary earnings tables included in registration statements are not 
required by the Commission’s rules to be certified by independent public or 
independent certified public accountants. It is, nevertheless, common practice 
introduce the summary with language indicating that it has been ‘reviewed’ by 
independent accountants. 


“This use of an accountant’s name in connection with a summary earnings 
table is designed and tends to give added authority to the material presented. 
It is important, therefore, to consider the extent of the examination to be 
made by the accountant in such cases and the extent of the responsibility which 
he as an expert accountant can properly assume... . 


“Clearly, the mere summarization of detailed financial data prepared or 
presented by others does not involve most of the fundamental accounting and 
auditing skills customarily and properly relied upon as giving additional weight 
to financial statements certified by independent public accountants and adds 
nothing to the reliability of the underlying information. 


“In view of the foregoing it is my opinion that it is generally improper 
and misleading for an accountant to permit his name to be used in connection 
with any period covered by a summary earnings table or to undertake to express 
his professional opinion as to the fairness of the representations made for such 
period in a summary earnings table unless he has made an examination for 
such period in accordance with generally accepted auditing standards applicable 
in the circumstances. When the independent accountant has been the auditor 
for the company throughout the entire period covered by the summary, and 
his several examinations conformed to generally accepted auditing standards, 
he would ordinarily need to make only such additional review as would be 
necessary to satisfy himself as to whether any recasting of the statements origi- 
nally prepared would be necessary to reflect transactions and adjustments. re- 
corded in later years but clearly applicable to prior operations. If the instant 
work represents the first engagement of the accountant by the registrant and 
he is to express his expert opinion with respect to the earlier periods contained 
in the summary, it would, in my opinion, be necessary for him to apply to the 
operations and transactions of each of the earlier periods with respect to which 
he is to express an opinion substantially the same auditing procedures as those 
employed with respect to the first two years of the three-year certified [ page 46 | 
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References to Accountant in Securities Registrations 


t.11 


profit and loss or income statement included in the registration statemen 


“In cases where the accountant has performed sufficient work to make it 
appropriate for him to permit the use of his name in connection with a sum- 
mary earnings table there remains to be considered the form in which he should 
indicate his opinion. Under the rules promulgated by this Commission, the 
customary method used by accountants in expressing their expert opinion takes 
the form of a certificate conforming to the requirements of Rule 2-02 of Regu- 
lation S-X. Such certificates make appropriate representations as to the work 
done, state the opinion of the accountants as to the fairness of the statements 
presented, and describe clearly any exceptions which the accountants may wish 
to take. Since, as pointed out earlier, summary earnings tables are a species 
of income statement it would appear that the accountant’s certificate thereon 
should assume a comparable form, and should be included with the summary or 
made a part of his report as to the three-year certified statement. If exceptions 
have been taken by the accountant with respect to any of the information con- 
tained in the summary earnings table, special care should be exercised in select- 
ing the language used to introduce the summary to indicate clearly that such 
exceptions exist and to direct attention to the opinion of the accountant.” 


Irom the foregoing it appears that the independent certified public account- 
ant should not permit reference to his name as giving weight to any part of a 
summary earnings table included in a registration statement or prospectus as 
to which he has not performed such auditing procedures as would justify his 
expressing an opinion; and that his opinion as to years not covered by the 
financial statements included in the registration statement, where expressed, 
may take the form of a separate certificate included with the summary or be 
included in the certificate relating to the financial statements. 


In referring to summaries of earnings, statements such as the following 
may be used: 


1. “The following summary of earnings, except for the unaudited data 
for the ————— months ended —--—-—,, has been examined by ————, 
independent certified public accountants, whose opinion with respect thereto is 
contained elsewhere herein. The figures [page 47] for the ——-——— — years 
ended —-———— should be read in conjunction with the financial statements con- 
tained elsewhere in this prospectus.” 





2. “This summary of earnings is based, as to the three years ended 
——————., upon income statements appearing elsewhere herein, and as to the 
two years ended —-———,, upon income statements included in the company’s 
annual reports to stockholders. The earnings figures for the ——-— months 
ended ————— have been compiled from the books of the company (amended 
as indicated in Note —-———) and have not been reviewed by independent 
certified public accountants. The summary should be considered in conjunction 
with its footnotes and Notes to Financial Statements appearing elsewhere 
herein, and, as to the five years ended —————,, is covered by the certificate 


“11 Tt is recognized that some auditing procedures commonly applicable in the examina- 
tion of financial statements for the latest year for which a certified profit and loss state- 
ment is filed, such as the independent confirmation of accounts receivable or the observation 
of inventory-taking, are either impracticable or impossible to perform with respect to the 
financial statements of the earlier years and, hence, would not be considered applicable in 
the circumstances.” 
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Codification of Statements on Auditing Procedure 





of —, independent certified public accountants, contained elsewhere in 


this prospectus.” 

3. “This summary has been prepared from financial statements included 
in annual reports to stockholders, as examined by —————,, independent certi- 
fied public accountants, and is presented herein in reliance upon the reports of 
said firm as experts. The figures shown for the three years ended 
should be considered in conjunction with the more detailed information con- 
tained in the financial statements, with notes thereon, and with the report of 
included elsewhere in this prospectus.” 





4. “The following summary of earnings has been prepared from financial 
statements previously examined by ——-————,, independent certified public 
accountants, with respect to the eight years ended — , and from financial 
statements included herein as a part of this prospectus with respect to the three 
years ended —-———. The information for the three years ended 
should be considered in the light of the financial statements and related notes 
in this prospectus. The summary of earnings for the eleven years ended 
has been reviewed by for the company and is included herein in 
reliance upon the report of such firm as experts in making such review. The 
figures for the ————— months ended — have been compiled by the 
company from its records.” 

















Such language directs attention to the fact that, in so far as the data have 
been prepared from financial statements examined by the independent certified 
public accountant, they should be used and interpreted in conjunction with the 
complete financial statements and his opinion thereon as reflected in his reports 
related thereto or contained elsewhere in the prospectus. Language which sug- 
gests that the summary “has been prepared by , independent certi- 
[page 48] fied public accountants,” or is given “on their authority as experts” 
should not be used, since it may, when linked with or specifically referred to 
in his consent to the use of his name, be interpreted as meaning that the ac- 
countant has responsibilities respecting the representations made other than 
those contemplated by the Act or than he intends to assume. 








Whenever the independent certified public accountant consents to the use 
of his name in reference to summaries of earnings, other summaries, or his- 
torical financial information, he should take the responsibility for a fair sum- 
marization or presentation. In certain circumstances this may involve more 
than a cross reference to the detailed statements. The basic objective is, of 
course, that the summary should be so constructed that there will be no mate- 
rially different interpretation thereof from that obtained in the consideration 
of the detailed statements. In any case where the independent certified public 
accountant’s name is used in reference to summaries of earnings for prior years 
not included in the registration statement, he should review the results for those 
years to determine whether the information previously published requires 
change due to substantial retroactive adjustments and whether explanatory 
footnotes may be necessary. 
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Conducted by Bi 


Change of Residence and Personal 
Exemption 


An individual resides in New York 
until April 1, after which he becomes 
a bona fide resident of New Jersey. 
His entire income is derived from a 
salary that he earns in New Jersey. 
To what extent is he subject to tax 
by New York and to what personal 
exemption is he entitled ? 

While a resident in New York he 
was subject to tax on all of his income 
from all sources. Therefore he was 
subject to tax on his salary until April 
1 even though it was earned outside 
the state. After April 1 he is subject 
to tax only on income earned in New 
York and, since he earned no income 
in New York, he is not subject to any 
tax in New York after April 1. 

Where a taxpayer changes his status 
from that of a resident to a nonresi- 
dent, or the reverse, two returns are 





BENJAMIN Harrow, C.P.A., has 
been a member of our Society since 
1928, and a member of the Ameri- 
can Institute of Accountants since 
1922. He is a member of the New 
York Bar and Professor of Law at 
St. John’s University. 

Mr. Harrow is a past Vice-Presi- 
dent of the Society. He is a past 
Chairman of the Committee on 
Publications and of the Committee 
on State Taxation. He is also a 
member of the Institute’s Commit- 
tee on Federal Taxation. 

Mr. Harrow is engaged in prac- 
tice as a certified public accountant 
and attorney in his own office in 
New York City. 











1Vol. XXV, No. 4; April 1955, p. 244. 


New York State Tax Forum 


NJAMIN Harrow, C.P.A. 


required to be filed, one on Form 201 
as a resident and the second on Form 
203 as a nonresident. The Regula- 
tions (Art. 524) provide that for the 
period prior to the change the return 
for the period of residency must be on 
the accrual basis, even though. the tax- 
payer ordinarily had been reporting on 
a cash basis. The purpose of this pro- 
vision is to prevent a taxpayer from 
avoiding the tax on any income already 
accrued by reason of a change in 
residence. 

It should also be noted that where 
two returns for one taxable year must 
be filed because of change in residen- 
tial status, the tax may not be less than 
would be payable if total net income 
and net capital gain shown by the two 
returns were included in one return. 

The Regulations (Art. 210) pro- 
vide that the personal exemption in 
the event of a change of status must 
be apportioned and allocated to the 
respective returns, the allocation being 
made by months or the major portion 
of a month. Even though the tax- 
payer is not subject to any tax after 
he becomes a nonresident, only 3/12 
of the personal exemption would be 
allowed on the resident return re- 
quired to be filed. 


Gross Receipts—Significance of 
Payment under Protest 


A refund of tax paid may not be 
secured by a taxpayer if the tax paid 
is due to a mistake in law unless the 
taxpayer originally paid the tax under 
protest. Without protest a taxpayer 
may obtain a refund if the mistake 1s 
one of fact. We have discussed this 
provision in the law in prior issues of 
the Tax Forum'. A_ recent  case* 


aren Dyeing Corp. v. Gerosa, Supreme Court, Special Term, Part III, 


County, N.Y.L.J., 1/17/56, p. 7. 
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brings the issue before the courts 
again, spurred on probably by the de- 
cision in United Piece Dye Works v. 
Joseph (307 N. Y. 780). 


The Bellefonte Dyeing Corp. under 
that decision is not subject to the tax 
since it is engaged in interstate com- 
merce. However that decision does not 
give the corporation a right to recover 
taxes for prior years where such taxes 
were not paid under protest. The cor- 
poration had argued that the payments 
were made under the mistaken impres- 
sion that some of its receipts were 
subject to the business tax and for 
that reason were not made under pro- 
test. The court argued that no assess- 
ment was ever made or threatened by 
the city. No determination was made 
that any taxes were due and no pro- 
cedure was taken to enforce payment. 
There was nothing to indicate a chal- 
lenge to the law imposing the tax and 
the tax appeared to have been paid 
with full knowledge of all the facts. 
The payments were made voluntarily 
and without any evidence of coercion 
or duress. 

Had there been any coercion or 
duress the court would probably have 
allowed the refund. That issue was 
before the court in another case.? In 
this case a foreign corporation sought 
to recover gross receipts taxes paid 
for the years 1948 to 1953, even 
though the taxes were not paid under 
protest. The corporation had made 
numerous informal protests in the first 
years in which the tax was assessed 
against it. It refrained from contest- 
ing the payment of tax due to the cost 
of litigation and the city’s threat “that 
if payments were made under protest 
plaintiff would be subjected to audits, 
which if doubtful would be decided 
adversely to plaintiff and that the city 
would throw the book at the plaintiff 
and no penalties would be remitted.” 
The payments were held to have been 





3U.S. Envelope Co. v. City of New York. 
#P. 190. 
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made under duress and the corpora- 
tion was thus entitled to recover. 


Charitable Deductions and the 
Net Operating Loss 


In the March issue* of the State 
Tax Forum we discussed the 5% 
limitation under the Internal Revenue 
Code of the charitable deduction, and 
the effect of all this under the fran- 
chise tax law. We stated that the 
charitable deduction is not limited by 
a net operating loss carryback, but is 
limited by a net operating loss carry- 
forward. One of our members finds 
no specific reference in the Code to 
a reduction of the charitable deduction 
by reason of an operating loss carry- 
forward, but agrees that Section 170 
of the Internal Revenue Code removes 
any reduction of the contribution be- 
cause of a carryback. As he puts it, 
“Are we to assume that because the 
law is specific in allowing a contribu- 
tion on a carryback, the absence of 
language removes this allowance on 
a carryforward ?” ; 


But there is no absence of language. 
A little interpretation will spell it out. 
The deduction for charitable contribu- 
tions of a corporation is limited to 5% 
of taxable income. Taxable income is 
defined in Section 63 as gross income 
minus deductions and one of the enu- 
merated deductions is the net operating 
loss deduction which in turn consists 
of the aggregate of net operating loss 
carryovers and net operating loss 
carrybacks. Now the Code [Section 
170(b)] says that a net operating loss 
carryback does not require a recom- 
putation of the maximum deduction 
for charitable contributions. This pro- 
vision was put into the law for the 
reason that when a corporation files 
its tax return for any year, it cannot 
be aware of any operating loss carry- 
backs, since these do not arise until 
a year or two later. Congress appar- 
ently wanted to avoid a recomputation 
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of the charitable deduction because 
of an operating loss that happened in 
a later year which under another pro- 
vision of the law can be carried back 
to an earlier year. That situation of 
course is not present in the case of a 
carryover of an operating loss. When 
the corporation files a return for any 
year it is already aware of this carry- 
over, and that carryover is a deduction 
from gross income in arriving at tax- 
able income. The basis for the limita- 
tion on charitable contributions is tax- 
able income. 


Treatment of Insurance under the 
Estate Tax Law (Article 10c) 


The law follows the federal rule. 
That means, first, that all proceeds of 
insurance received by the executor are 
includible in the gross estate. Second- 
ly, the proceeds of insurance policies 
received by all other beneficiaries are 
includible to the same extent that 
they would be includible under 
the provisions of the Code in 
effect at the time of death. Thus, 
if a decedent died on or after 
August 17, 1954, (the date of enact- 
ment of the 1954 Code) such life in- 
surance would be includible if the de- 
cedent possessed any incidents of own- 
ership in the policies at the time of his 
death. The premium test is no longer 
applicable. The proceeds would also 
be includible if the decedent had a 
reversionary interest or possibility of 
reverter which actuarily exceeds 5% 
of the value of the policy at the date 
of death. 

If the decedent died between Sep- 
tember 23, 1950, and August 17, 1954, 
the insurance would be includible in 
the gross estate if the decedent directly 
or indirectly paid the premiums. A 
reversionary interest or possibility of 
reverter arising out of operation of 
law does not constitute an incident of 
ownership for such decedents. 


Computation of Insurance 
Exemption 
The estate tax is computed on the 
net estate which means the gross estate 
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less all deductions including the marital 
deduction for transfers to a surviving 
spouse. The tax is a graduated tax, the 
first $150,000 of which is subject to a 


tax of 1%. There are two possible 
exemptions, a personal exemption and 
an exemption for insurance payable to 
named beneficiaries and both of them 
are deductible only from the first 
bracket of $150,000. The personal ex- 
emption may not exceed $20,000 of the 
amount transferred to and indefeasibly 
vested in a husband or wife. That 
exemption must be reduced by any 
marital deduction allowed because of 
the transfer to a surviving spouse. In 
addition an exemption up to $5,000 
is allowed for transfers to certain mem- 
bers of the decedent’s family. These 
are stated in the law [Section 249(q) 
(b) J. 

The other exemption is for insur- 
ance includible in the gross estate. If 
the surviving spouse was the benefi- 
ciary of the insurance policy the ex- 
emption would be the insurance pro- 
ceeds up to a maximum of $100,000 re- 
duced by the personal exemptions and 
any marital deduction. For example, 
assume a net estate of $300,000 and a 
marital deduction of $215,000, insur- 
ance payable to the widow of $50,000 
and insurance payable to the children 
of $70,000 and bequests to three chil- 
dren totalling $50,000. The insurance 
exemption for the widow would be 
$100,000 less $15,000 (three exemp- 
tions of $5,000 for the children), less 
the marital deduction of $215,000. 
There would thus be no insurance 
exemption available for the proceeds 
left to the widow. It should be noted 
that because of the amount of the 
marital deduction no personal exemp- 
tion is available for the surviving 
spouse. 

With respect to the insurance pay- 
able to the children there would be 
an insurance exemption determined as 
follows: $100,000 less $15,000 (per- 
sonal exemptions for the children) and 
less $20,000 (the lesser of the marital 
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Conducted by Louis H. Rappaport, C.P.A. 


ost registration statements filed 
M under the Securities Act of 1933 
contain summaries of earnings. The 
summaries are usually certified for at 
least a period of three years. Fre- 
quently the summary also contains in- 
formation for an interim period — 
the close of the most recent fiscal yez 
to a recent date, and, in some cae. 
for the corresponding interim period 
of the preceding fiscal year. Thus, 
for example, if a registration state- 
ment were being filed today on Form 
S-1, the prospectus might contain 
certified financial statements to the 
end of calendar year 1955 and might 
be supplemented by unaudited interim 
figures for the three months ended 
March 31, 1956, and for the corre- 
sponding quarter of 1955. 

This column has pointed out pre- 
viously that the most recent interim 
figures need not be certified by inde- 
pendent certified public accountants. 
With respect to such unaudited figures, 
however, the registrant must repre- 
sent that they include all adjustments 
necessary for a fair statement of the 
results for such periods. This require- 
ment is a by-product of the Kaiser- 
Frazer case, to which reference has 
also been previously made in_ this 
column. 

The requirement which causes the 
company to make the representation 
referred to in the preceding paragraph 
is now embodied in the instructions 
relating to summaries of earnings in 
Form S-1. The applicable instruction 
reads, in part, as follows: 

In connection with any unaudited sum- 
mary for an interim period or periods be- 
tween the end of the last fiscal year and 
the balance sheet date, and any compar- 
able unaudited prior period, a statement 
shall be made that all adjustments neces- 
sary to a fair statement of the results for 
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such interim period or periods, have been 
included. 


In accordance with this require- 
ment, some companies have made the 
following representation concerning 
unaudited interim figures included in 
earnings summaries: 

The summary of earnings for the (pe- 
riods) ended (date) and (date) has been 
prepared from the records of the company 
without audit by independent certified 
public accountants, and, in the opinion of 
the company, reflects all adjustments nec- 
essary to present fairly the results of 
operations for the periods. 

The foregoing representation has been 
found in practice to be acceptable to 
the SEC. Other companies have been 
unwilling to make as forceful a repre- 
sentation regarding unaudited figures. 
These companies took the position that 
they did not know of any adjustments 
of the unaudited figures that were ne- 
cessary for a fair statement. Conse- 
quently their representations were 
phrased somewhat along these lines: 

The summary for the (periods) ended 
(date) and (date) has not been examined 
by independent certified public account- 
ants; the company does not know of any 
adjustment necessary for a fair statement 
of the result for such periods. 

The latter form of representation 
was used in a recent registration state- 
ment with which we are familiar. The 
SEC in its “letter of comment” cri- 
ticized the form of the company’s rep- 
resentation. The Commission main- 
tained that the representation as to 
adjustments in the headnote to the 
earnings summary should be stated in 
the positive form as specified in the 
instructions of Form S-1. From in- 
quiries we have made, we understand 
that SEC has made similar criticisms 
in other cases where the company’s 
representation was stated negatively. 
It now appears that the negative form 
of representation is no longer accept- 
able, and that the Commission now in- 
sists that the instructions of Form S-1 
be complied with literally. 
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Office and Staff Management 


A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 














Conducted by Max Btiock, C.P.A. 


Staff Room Facilities and Efficiency 


It has been stated that, to achieve 
maximum efficiency, a staff room 
should provide for no more than 
two to four staff members. Never- 
theless, many staff rooms are much 
larger, some with a capacity of as 
many as twenty or more men. An 
oversized room permits excessive 
disturbance of the quiet needed for 
concentration as well as_ other 
abuses. 

There are two pieces of equip- 
ment which can accomplish much in 
curbing the disturbances in an over- 
sized staff room. Each constitutes 
a form of a partition that will cause 
little, if any, loss of light and ven- 
tilation. 

First there is the low, movable 
type of partition, approximately four 
to five feet high, with the upper por- 
tion consisting of opaque glass. It 
can be utilized to create work areas, 
grouping two, three, or four desks, 
as desired. Being movable, it can be 
shifted about as necessary to vary 
the desk groupings. Though such 
partitioning is not as effective as 





Max Brock, C.P.A. (N.Y., Pa.) 
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ber of the firm of Anchin, Block & 
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separate rooms, it may be the next 
best device. 


The second piece of equipment is 
a desk which has a ledge or shelf 
attachment extending the length of 
the back of the desk. The shelf, 
made of metal, provides a_ wall 
about twenty inches high attached 
to the back of the desk and the top 
of the wall constitutes a shelf on 
which may be placed papers and 
folders which crowd a desk and are 
not immediately required for use. 
Thus two benefits are realized, the 
wall is discouraging of idle con- 
versations with men seated at the 
desks in front of others, and the 
shelf enlarges the effective working 
area of the desk. In a crowded staff 
room, smaller-size shelf desks might 
help reduce the congestion. It is 
also possible to use the small side 
partitions as a further deterrent 
against unnecessary disturbances 
even where shelf desks are used. 


If report reviewers and_ proof- 
readers are also located in a staff 
room, because of space inadequacies, 
their efficiency will be materially in- 
creased if they are “encased” by a 
low, glass wall partition. The par- 
tition need be only high enough to 
provide a_ psychological _ barrier 
against frivolous disturbances, yet 
permit easy movement to and from 
the desks of those protected by the 
partition. Some small amount of 
floor space may be lost in the par- 
titioning but that will be more than 
offset by the increased efficiency of 
the personnel. 
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Office and Staff Management 


Automobile Use Allowances 

This subject will probably pro- 
vide grounds for grumbling, by 
practitioners as well as by staff 
members, perhaps forever. It is a 
situation that is always in a state 
of flux, just as are the accountants 
who daily travel to different loca- 
tions to carry out their engage- 
ments. 

The ‘dollars and cents’ aspect 
probably is not the most important 
one. What is often at issue is the 
principle of fair dealing. The ques- 
tions that are commonly raised are 
such as these: 

1. Should private car use on short 
trips be paid for in cases where less 
costly public transit facilities are 
available? 

2. Should there be any difference 
between a short and long trip rate 
allowance? 

3. What is a fair auto use allow- 
ance? 


With respect to’ question No. 1, 
the answer is “no” unless a worth- 
while time saving is involved, or 
extensive files must be transported, 
or if any other worthy reason is fur- 
nished. Car drivers, as a whole, 
have become so attached to their 
cars as to have developed an anti- 
pathy for other means of travel. 

On out-of-town trips up to about 
400 miles, automobile use may be 


very desirable because other forms 
of transit are often inadequate and 
poorly scheduled. Moreover, if sev- 
eral men join on the trip, there are 
several added benefits. 


A difference in the rate of allow- 
ance on short and long trips can be 
justified in many instances. If a car 
is used only occasionally for busi- 
ness purposes, the mileage rate 
should not reflect all operating and 
maintenance costs. Certain costs 
are unaffected by the occasional 
trips, e.g., insurance, depreciation, 
license fee, etc. If a car is used fre- 
quently for business trips, all costs 
should be taken into account. 


On a long trip the allowance 
might be either the equivalent of 
the rail or plane fare, or a mileage 
allowance at a rate that reflects all 
auto costs. On short trips a reduced 
rate per mile should be allowed 
where auto use is justifiable. Staff 
men will see the fairness of the 
differential if the matter is talked 
out with them. 


The entire subject of auto use 
and rates should be talked out with 
a cross-section of the staff ‘to insure 
that the policies adopted are con- 
sidered fair by the staff. This will 
make for better acceptance and is 
an aid in morale maintenance. A 
hard policy will not result in a 
worthwhile economy but may re- 
sult in time losses and dissatis- 
faction. 
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(Continued from page 316) 


deduction or the exemption for a 
spouse of $20,000). The maximum in- 
surance exemption therefore could be 
$65,000 and that is the amount allowed 
in this case since the insurance pro- 
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ceeds for the children were $70,000. 
The exemption would have been fur- 
ther reduced by any insurance exemp- 
tions allowed for the surviving spouse, 
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Conducted by SAMUEL S. REss 


Unemployment Insurance Legislation and New Rulings for 1956 


Some Bills That Passed and 
Some That Failed 


The New York State Legislature 
passed ten bills affecting unemploy- 
ment insurance and failed to pass five 
others which the Governor recom- 
mended, one of which was of particu- 
lar importance since it had a direct 
bearing on the coming increase in the 
New York contribution rate effective 
January 1, 1957. 

Since all these measures have im- 
portant tax consequences, they should 
be studied carefully by accountants 
before advising clients on unemploy- 
ment insurance tax matters for the 
present and coming years. Bear in 
mind that while the Governor has not 
as yet signed the bills that passed, it 
is expected that he will give his ap- 
proval to all of them. There is much 
in these measures that does not meet 
the eye in a quick reading by the “read 
and run” practitioner. Unless some 
of these tax provisions are clearly un- 
derstood relative to tax rates, credits, 
exemptions, and various dates affect- 
ing taxes mentioned in the law, desired 
tax: savings may not be achieved. The 
best advice the busy practitioner can 





SAMUEL S. Ress, an Associate 
Member of our Society since 1936, 
is a member of the New York and 
Massachusetts Bar. He has special- 
ized in the payroll tax field since 
the inception of this type of legis- 
lation in 1936. 

Dr. Ress is a member of the 
Society’s Committee on New York 
State Taxation and Chairman of 
the Sub-Committee on Unemploy- 
ment Insurance. 
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follow is if you yourself don’t know, 
ask the man who does. 


Qualified Employer Change Made 

For Experience Rating 

This measure amends section 
581.1(c) of the Unemployment In- 
surance Law by reducing the period 
of time within which an employer, 
newly covered by the law, can become 
eligible for a reduced rate because of 
favorable experience with unemploy- 
ment insurance. During the present 
year, employers require a minimum of 
14 consecutive calendar quarters of 
coverage in order to be eligible; the 
new law will enable employers with 
more than 4 quarters of consecutive 
coverage prior to July 1, 1956, to be- 
come eligible for experience rating on 
unemployment insurance taxes pay- 
able on payrolls on and after January 
1, 1957. 


Subsidiary Contributions Will Be 

Required in 1957 

It appears fairly certain that com- 
mencing January 1, 1957, the section 
577 “subsidiary contribution” will 
have to be paid because the State Leg- 
islature did not pass a proposal to 
ward off the imposition of this immi- 
nent additional assessment presently 
provided in the law. The contem- 
plated additional tax will amount to 
.3 per cent of taxable wages, and it is 
estimated that the subsidiary contribu- 
tion will cost the employers in this 
state between 35 and 40 million dol- 
lars next year, and a slightly larger 
amount during the following year. 
However, because the Legislature felt 
that newly covered employers should 
not be required to bear this imposi- 


May 





ve 
c 
yn 
\ 


ry 





Payroll Tax Notes 


tion, a bill was passed which would 
exempt newly-covered employers, that 
is, employers with fewer than 5 quar- 
ters of coverage from this tax. Appar- 
ently this relief measure may well be 
labeled “inexperience rating”, and it 
appears to offer a new quick tax sav- 
ing device to employers with poor 
experience in unemployment insur- 
ance, and who desire to escape the 
imposition of the new subsidiary tax. 
It has been suggested that this could 
be accomplished by going out of busi- 
ness before the end of the current 
year, and commencing business as a 
new employer after the beginning of 
the coming year. Coupled with the 
measure that makes new employers 
eligible for experience rating after the 
passage of slightly more than one year, 
instead of the longer 3%4 year period 
required under the law before the 
amendment discussed in the foregoing 
paragraph, a new loophole appears to 
have opened up. However, in line with 
the note of caution mentioned else- 
where in this column, all phases of the 
contemplated course of action should 
be carefully studied and if necessary, 
expert counsel consulted before pro- 
ceeding. 


Principal Stockholder Exemption 
from Remuneration Limited to 
Holders of 25 Per Cent or More 
of Voting Stock—Section 517.2 (d) 


Under the law, remuneration does 
not include, and tax should not be paid 
on, compensation of principal stock- 
holders of corporations not liable for 
Federal Unemployment Tax (employ- 
ers of four or more employees for 20 
days in each of 20 different calendar 
weeks of the calendar year are cov- 
ered). The old law provided for allow- 
ance of the exemption in cases where 
25% or more of the capital stock was 
held by the employee. The new provi- 
sion grants the exemption to the stock- 
holder-employee who has 25% or more 
of the voting stock issued and out- 
standing, regardless of the amount of 
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capital stock sold and_ outstanding, 
preferred or common, par or no par. 


Corrections and Modifications in 
Experience Rates—Section 581.6 


Heretofore the Industrial Commis- 
sioner had 4 years after the effective 
date—December 31st of any year— 
within which to correct or modify any 
employer’s experience rate, while the 
employer only had until the effective 
date; the amendment gives 2 years to 
both employer and State, regardless of 
whether the change would raise or 
lower his rate. 





Experience Rating Notices 
Issued for Year 1956 


The State has issued new contribu- 
tion rate notices to each employer for 
the year 1956. Rates range from .5% 
to 2.7%, payable on covered payrolls. 
Members of the Society may address 
any questions with respect thereto to 
the Editor of this department. 


Miscellaneous Bills Which Passed 
The other bills which passed deal 
with various technical and administra- 
tive phases of the law, with the excep- 
tion of one which provides for the 
elimination of the one-week waiting 
period in the event unemployment is 
the result of a catastrophe such as the 
floods and hurricane emergencies of 
last year. None of the measures to re- 
duce the qualifying period for benefits 
from 20 to 15 weeks, nor the proposals 
to increase the benefit rate maximum to 
$40 plus additional benefits for depen- 
dents, ete., were passed. The bill ex- 
tending coverage to employers of one 
or more failed of passage again. How- 
ever, many employers of one or more 
continue covered until granted exemp- 
tion from coverage, if they had been 
covered by the law during a period 
when they employed 4 or more for 15 
days as the law provided prior to Jan- 
uary 1, 1956, or 3 or more on any onc 
day in 1956, or 2 or more on any one 
day on or after January 1, 1957, with 
the exception of household employees 
and certain other exempt categories. 
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No Legislative Relief Granted 
from Request Report Penalties 


One such matter deals with the im- 
position of the Request Report Pen- 
alty. It was hoped that this session 
of the Legislature might have accepted 
the writer’s suggestion that the im- 
position of the Request Report Pen- 
alty be made discretionary and_ not 
mandatory, as presently provided, so 
as to permit relief where none is pres- 
ently available in cases deserving of 
equity relief where the law is harsh. 


SUPREME 
APPELLATE 
THIRD JUDICIAL 


Liability For Unemployment Insur- 
ance Contributions on Compensa- 
tion Paid to Musicians 


In the Matter of the Liability for 
Unemployment Insurance Contribu- 
tions of Savoy Ballroom Corporation, 
the Appellate Division decision con- 
tains a full discussion of the pertinent 
provisions of both the state and fed- 
eral law and is set forth in full below. 
It is one of the most important court 
decisions in this field to have been 
handed down during recent months. 


Appeal Board Case No. 46,555-54 
COURT 

DIVISION 

DEPARTMENT 


Decision handed down November 23, 1955 


In the Matter of the Liability for Unemployment Insurance Contributions 


Article 18 of the Labor Law 
ISADOR LUBIN, 


under 
Appellant, 


Decision of the Unemployment Insurance Appeal Board reversed, 


of SAVOY BALLROOM CORP., 


as Industrial Commissioner, Respondent. 


and 


the matter remitted to the Board for further proceedings, without costs. 


Opinion by Halpern, J. Foster, P.J., 


Halpern, 


This case brings up for review the un- 
fortunate conflict which has developed be- 
tween the federal and state authorities with 
respect to liability for unemployment in- 
surance contributions upon the compensation 
paid to members of so-called “name” bands. 

The proprietor of a public dance hall or 
ballroom customarily enters into a contract 
with the leader of the orchestra under a 
standard form contract prescribed by the 
American Federation of Musicians known 
as Form B. This contract was promulgated 
by the Union after the Federal Courts had 
held that, under the form of contract there- 
tofore used, the leader of the band was the 
employer and was liable for social security 
taxes on the salaries paid to the members 
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Bergan, Coon and Zeller, JJ., concur. 


of the band (Spillson vs. Smith, 147 Fed. 
2d 727; Williams vs. United States, 126 
Fed. 2nd 129; Biltgen vs. Reynolds, 58 Fed. 
Supp. 909; Los Angeles Athletic Club vs. 
United States, 54 Fed. Supp. 702; Aberdeen 
Aerie No. 24 F.O.E. vs. United States, 50 
Fed. Supp. 734; re Ten Eyck Co., 41 Fed. 
Supp. 375). The Form B contract was con- 
cededly designed to make it appear that the 
dance hall or ballroom operator was_ the 
employer, so that he would be the one held 


liable for social security taxes and unem- 
ployment insurance contributions. The con- 
tract applied the designation of “employer” 


to the operator and it contained the provi- 
sion that “the employer shall at all times 
have complete control of the services which 
the employees will render under the speci- 
fications of this contract.” 
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The actual realities of the situation were, 
however, as shown by the record in this 
case and by the record in (Bartels vs. Bir- 
mingham, 332 U.S. 126) infra, that the 
leader was the owner of an_ independent 
enterprise and that he chose the members 
of the band and replaced them from time 
to time in accordance with his own wishes. 
The contracts usually called for the pay- 
ment to the leader of a fixed sum either as 
a complete payment or as a guarantee against 
a share of the gross receipts. The leader 
paid the weekly salaries of the members 
of the band, in accordance with the Union 
scale, and retained, as his profit, the dif- 
ference between the contract price and the 
total compensation paid and incidental ex- 
penses. The leader usually entered into a 
number of short term engagements with 
different dance hall or ballroom operators; 
the relations between the leader and the 
other members of the band were fairly per- 
manent; those between the band and _ the 
operator were transient (Bartels vs. Bir- 
mingham, 332 U.S. 126). In order to re- 
concile the contract designation of the oper- 
ator as the employer with the actual reali- 
ties, the contract provided that, in employ- 
ing the musicians and in distributing their 
pay to them, the leader acted as the agent of 
the operator. 

After the adoption of the Form B con- 
tract, the Commissioner of Internal Rev- 
enue issued interpretive rulings in 1944 hold- 
ing that, under the contract, the ballroom 
operator was to be regarded as the em- 
ployer for federal social security and un- 
employment insurance tax purposes (Cum. 
Bull. 1944, pp. 547, 548). However, on June 
23, 1947, the United States Supreme Court 
held that these rulings were erroneous and 
that, notwithstanding the terms of the con- 
tract, the orchestra leader was not the em- 
ployee of the operator but was an indepen- 
dent contractor and that he was the actual 
employer of the members of the band. The 
Court held that the leader was liable for 
federal social security and unemployment in- 
surance taxes and that the parties could not 
by contract shift the tax liability from the 
leader to the ballroom operator (Bartels vs. 
Birmingham, supra). 

In the meantime, the question of liability 
for unemployment insurance contributions 
under the New York Unemployment Insur- 
ance Law (Labor Law, Art. 18) had arisen 
in New York State. The New York Unem- 
ployment Insurance Appeal Board had held, 
even under the contracts used before the 
adoption of the Form B contract, that where 
the contract had incorporated by reference 
the Union by-laws which designated the 
operator as the employer and the leader as 
his agent, the operator was liable for un- 
employment insurance contributions under 
the New York law. The courts sustained 
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these decisions of the Board (Matter of 
Camgros, 264 A.D. 973, aff'd. in part 290 
N.Y. 838; Matter of Roseland Amusement 
Co., 269 A.D. 713 aff'd. 295 N.Y. 913; but 
compare Matter of Earle, 262 A.D. 789, 
aff'd. 286 N.Y. 610). 

The first case to reach the courts under 
the Form B contract was Matter of Hotels 
Statler Co., Inc., 279 A.D. 814 (January, 
1952; leave to appeal denied 304 N.Y. 987). 
That case arose after the decision by the 
United States Supreme Court in the Bar- 
tels case. The Referee in the Statler case 
held that, notwithstanding the decision by 
the Supreme Court, the contract provision 
vesting the right to control in the operator, 
designated in the contract as the employer, 
was sufficient in and of itself to make the 
operator liable for unemployment insurance 
contributions. He declined to follow the 
Supreme Court’s decision upon the ground 
that the question was one of state law and 
that the Supreme Court’s decision had no 
binding force. The Appeal Board affirmed 
the Referee’s decision but added a finding 
that the hotel had, in fact, exercised control 
over the performance by the musicians dur- 
ing the period of the contract. Upon appeal 
to this Court, the Court did not approve the 
broad position taken by the Referee (and 
affirmed by the Board) but it nevertheless 
affirmed the Board’s decision upon the 
ground that it was “within the realm of 
fact”. The decision of the Appeal Board 
was “final on all questions of fact” (§ 623, 
Labor Law) and, if the decision was sup- 
ported by substantial evidence, the Court 
was powerless to disturb it. The Court 
pointed out that “There is some evidence 
of rather trifling acts of control on the part 
of the manz wgement of the hotels where the 
orchestras play ed”. The Court noted that the 
Board had not “made any attempt realistic- 
ally to appraise the relationship in the light 
of common-law principles, as was done in 
the case of Bartels vs. Birmingham (332- 
U.S. 126)” but it nevertheless held that the 
Board had the power to decide as a matter 
of fact that the operator was the employer 
and that the leader and the members of the 
band were its employees. 

After the decision of the Bartels case in 
1947, the Union, representing the orchestra 
leaders, sought to find a way to protect 
them against the liability resulting from that 
decision. As appears from the proof in the 
present case, in 1949, the Union prepared 
two riders designated Riders A and B, 
respectively, one of which was to be affixed 
to the Union’s Form B contract in accord- 
ance with the choice made by the operator. 
By Rider A, the Union attempted again to 
make the ballroom operator the employer, 
despite the Bartels decision. It designated 
him as the employer in the rider and re- 
quired him to agree to pay “all taxes and 
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contributions payable by employers under 
any Federal or State Law applicable to the 
services performed under the contract”. On 
the other hand, Rider B accepted the Bartels 
decision, declaring the leader to be the em- 
ployer, but it required the operator to pay 
an additional sum to the leader to make up 
for his added liability. Rider B read as 
follows: 


“Notwithstanding any other provision 
contained in this contract, it is agreed that 
the leader shall make the withholdings 
and pay the taxes and contributions pay- 
able by an employer with reference to the 
employment of the musicians other than 
himself. In the event that at any time 
liability for any such payments or with- 
holdings shall be imposed on the pur- 
chaser of the music, the leader agrees to 
transfer any and all tax accounts to the 
name and credit of the purchaser of the 
musicians [sic]. It is further agreed that 
the price stated upon the face of the con- 
tract is hereby increased at an amount 
equal to 7% of such price as so stated, 
which sum shall be paid to the leader as 
an additional compensation. 


Purchaser of the Music 


Leader 


In the present case, the Savoy Ballroom 
Corp., the appellant, elected to take the 
Form B Rider and throughout the period 
from January 1, 1950, to June 30, 1951, 
which is in controversy here, it entered 
into various Form B contracts with or- 
chestra leaders with Rider B attached.* Also, 
the leader in each case signed a receipt for 
the moneys received by him from the ap- 
pellant reading as follows: 


“The undersigned agrees that he is the 
employer of the band and will be respon- 
sible for all Social Security, Unemploy- 
ment Insurance and Withholding Taxes 
as the employer.” 


It will be noted that, under Rider B, the 
ballroom operator is no longer designated 
as the employer but as the purchaser of the 
music both in the text and in the descrip- 
tive title following the place for signature 
and it will also be noted that the terms of 
the Rider are to override “any other pro- 
vision contained in this cortract”. 


The Statler case had been decided against 
the hotel by the Unemployment Insurance 
Referee on March 3, 1949, prior to the pro- 
mulgation of the riders, ‘OF course, the 
Form B contracts which were involved in 
the Statler case did not have any rider at- 
tached to them. No decision had as yet been 
made by the Board or by the courts in the 
Statler case at the time that the riders were 
promulgated by the Union. 


Under Rider B, an additional 7% of the 
contract price was to be paid by the opera- 
tor to the leader. Out of this, the latter was 
expected to pay 14% for social security 
taxes to the federal government, 2.7% to the 
state of New York for unemployment in- 
surance contributions and 3/10th of 1% to 
the federal government for unemployment 
insurance taxes (the federal tax of 3% less 
credit for 2 176 paid to the state). The 
balance of 24%% was to be retained by the 
leader as reimbursement for the cost of 
bookkeeping and accounting. 


In arriving at the 7% additional payment, 
the parties apparently assumed that the fed- 
eral and state decisions would be in har- 
mony and that the leader would be held to be 
the employer by both the federal and state 
authorities. However, the parties contem- 
plated the possibility that the Barteis case 
might be overruled by a subsequent deci- 
sion or statutory amendment and that the 
operator might again be held to be the em- 
ployer, and the rider therefore contained a 
provision that, in that event, the leader 
would transfer to the purchaser the addi- 
tional moneys paid to him for taxes. This 
reimbursement clause turned out to be in- 
effective when the state and federal author- 
ities took different views, the State Board 
holding that the operator was the employer, 
and the federal authorities continuing to fol- 
low the Bartels case. The leader was then 
required to pay the full 3% federal tax to 
the federal authorities, under their holding 
that he was the employer, and there was 
nothing left in his hands to repay to the 
operator to discharge the operator’s state 
liability. 

The Referee held in the present case that 
the rider did not have any effect upon the 
relationship between the parties and that 
the operator was still liable under the state 
law for unemployment insurance contribu- 
tions as the employer. The Board affirmed 
upon the opinion of the Referee, which 
read as follows: 


* This case involved assessments for unemployment insurance contributions for the 


period from January 1, 1947, to June 30, 1951, but the appeal is taken only from that part 
of the decision which relates to the period from January 1, 1950, to June 30, 1951, the 
period during which the Rider B was used. The appellant has ‘conceded liability with respect 
to the period from January 1, 1947, to December 31, 1949, so that no question as to that 


period is before us. 
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“The Statler case is a binding authority 
for holding the employer herein, the pur- 
chaser of music under a form “B” con- 
tract, to be the employer of the musicians. 
The rider did not divest it of its status 
as employer. It is unnecessary to make 
any finding as to whether or not the em- 
ployer herein in fact exercised supervision 
and control over the manner in which the 
musicians rendered services at its dance 
hall.” 


We take it that the last sentence of this 
opinion means that the Referee not only 
found it unnecessary to make any finding 
as to whether the employer had in fact ex- 
ercised supervision and control but also that 
he found it unnecessary to make any find- 
ing as to whether the employer, in fact, had 
any right to supervise and control the man- 
ner in which the musicians rendered their 
services. The Referee apparently inter- 
preted the Court’s decision in the Statler 
case aS meaning that, as a matter of law, 
under a Form B contract, the operator was 
to be treated as the employer for unemploy- 
ment insurance purposes, regardless of 
whether he was in fact the employer. Since, 
according to the Referee’s view, the rider 
left the Form B contract still in force, the 
operator was still liable for the unemploy- 
ment insurance contributions. 

First of all, we believe that the Referee 
and the Board took too broad a view of the 
decision of this Court in the Statler case. 
We affirmed the Board’s decision in the 
Statler case solely upon the ground that the 
decision lay within the realm of fact and 
that, upon the record before the Board in 
that case, there was substantial evidence to 
support the finding that the operator was the 
employer. The Court did not treat the con- 
tract terms as in and of themselves con- 
trolling, as the Referee and the Board had 
done. The contract terms, under the Court’s 
decision in the Statler case, merely consti- 
tuted elements to be considered in deciding 
the overall question of fact as to the true 
nature of the relationship. In this -respect, 
the Court followed the principle laid down 
in Matter of Morton, 284 N.Y. 167, 175: 
“no written agreement may preclude an ex- 
amination to determine whether the actual 
relationship is such as to bring the parties 
within the scope of the law.” (See also 
Matter of Electrolux Corp., 288 N.Y. 440, 
444; Matter of Realty Hotels vs. Corsi, 285 
A.D. 919.) 

Secondly, the Board in this case erred 
in rejecting the rider as having no signi- 
fiance. The rider nullified any inference 
that the operator was in fact the employer, 
which might otherwise have been drawn 
from the designation of the operator as the 
“employer” in the main contract. The rider 
designated the operator as the purchaser of 
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the music rather than as the employer of the 
musicians. This was re-inforced by the form 
of the receipt signed by the leader which 
specifically stated that he was the employer. 
While the rider is not as explicit as it might 
have been, it should be borne in mind that it 
was drawn by the Union and that the oper- 
ator did not have any opportunity to par- 
ticipate in its phrasing. The rider did not 
expressly negate the provision in the main 
contract that “The employer shall at all 
times have complete control of the services” 
of the musicians but it will be noted that 
the provision as to control is tied to the 
designation of the operator as the employer 
and it may reasonably be concluded that 
when that designation was withdrawn by the 
rider, the provision as to control fell with 
it. This conclusion may the more readily 
be reached because of the fact that, as 
shown by the proof, the provision was only 
a fiction to begin with, designed to make the 
purchaser of the music the employer for tax 
purposes but never really intended to vest 
the right of control in him. The evidence in 
this record is overwhelmingly clear that the 
operator did not in fact have any right to 
control the manner of performance of the 
services under the contract. The contract 
provision, which had been given so much 
weight in the earlier cases, having been in 
effect overriden by the rider, there is no 
basis in the present record for a finding of 
fact that the operator was the employer. 
Indeed, as we have noted, the Referee and 
the Board have not even undertaken to make 
a finding of fact in this case on the issue 
of the actual relationship. 

The rider in this case is substantially 
different from that before this Court in the 
Matter of Cassetta, 282 A.D. 793, leave to 
appeal denied 306 N. Y. 982. In that case, 
the rider simply stated that the leader 
“acknowledges that he conducts ‘a name 
band’ and is therefore responsible for Social 
Security taxes and Unemployment taxes”. 
This was held to be an invalid attempt to 
shift liability from the employer to one who 
was in fact not the employer. The rider 
did not purport to qualify in any way the 
provisions of the contract designating the 
operator as the employer. Furthermore, the 
Board had made a factual finding upon the 
evidence that the operator was the employer 
and the Court said: “If in fact, they [the 
musicians] are empleyees of the hotel, any 
acknowledgment which might be construed 
to the contrary does not alter their status.” 

If the Board’s decision in the present case 
is allowed to stand, the situation will be an 
extremely unsatisfactory one. The leader is 
not given any credit on his federal tax lia- 
bility for the payment made to the state 
by the operator since the payment is not 
made by the same employer. The leader 
therefore pays 3% to the federal govern- 
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ment for unemployment insurance, and the nots vs. United States, 328 U.S. 8, 11). If 
operator pays 2.7% to the state. A total of it is possible to do so, the state and federal 
5.7% is thus paid upon the compensation of authorities ought to reach the same conclu- 
the musicians contrary to the scheme of the sion with respect to the identity of the 
unemployment insurance law, which contem- employer so that overpayments of taxes may 
plates a total payment of 3%. The statutes be avoided (Matter of Rogers, 269 A.D. 
provide for a payment of 2.7% to the state 551, aff’d. 296 N.Y. 676). There is no sub- 
and a credit for this payment against the — stantial difference between the state and 
federal 3% tax, under the 90% credit clause, federal statutes which warrants different 
so that only 3/10th of 1% remains to be conclusions.* “While Federal . . . decisions 
paid to the federal government. are not binding on us they are highly per- 
suasive and uniformity in interpretation is 


Under the Board’s decision, the operator’s 
desirable’ (Matter of Lazarus, 268 A.D. 


payment to the state is computed not only : 
upon the compensation paid to the musicians 547, aff'd. 294 N.Y. 613). Of course, there 


but also upon the balance of the contract 1s always the possibility that a factual ques- 
price retained by the leader himself. This lon may, be decided differently by two dif- 
is, of course, improper if the leader is in ferent triers of the facts but that does not 
’ ! na a ss . fac ; 

fact an independent contractor and not an seem to be the cause of the present difficulty, 
employee of the operator. The operator is The cause is rather the assumption by the 
required to pay the 27% to the state in Board (1) that, as a matter of law, the 
addition to the 7% paid to . the leader under Form B contract makes the operator the 
the rider, supposedly in full for all state employer and (2) that this ruling is un- 
and federal taxes. The operator thus pays affected by the addition of Rider B. As we 
a total of 9.7% of the contract price. He have seen, both propositions are erroneous. 
is worse off under this interpretation of the The Board should decide the question of 
contract and rider than if he were held to the true relationship as a question of fact, 
be the employer in fact for both state and not only in the light of the Form B con- 
federal purposes. tract but also in the light of the Rider B 
The need for harmonizing the federal and and the receipt, and iy the light of the evils 
iets eines te gel outlet ‘The etnies dence as to the actual intent of the parties. 


and federal statutes are integral parts of a The decision of the Unemployment Insur- 
single scheme. “State and federal unem- ance Appeal Board should be reversed and 
ployment relief systems . .. [are] inte- the case remitted to the Board for further 


grated in plan, function and purpose” (J/li- proceedings, without costs. 


* Subsequent to the decision of the Bartels case, Congress adopted an amendment to the 
federal act so as to provide specifically that the term employee was not to include “(1) Any 
individual who, under the usual common law rules applicable in determining the employer- 
employee relationship, has the status of an independent contractor (2) Any individual (except 
the officer of a corporation) who is not an employee under such common law rules” (Amend- 
ment adopted June 14, 1948, to §§$ 1607 (i) and 1426 (d) of the Internal Revenue Code, 
Title 26 U.S.C.). This amendment did not in any way affect the holding in the Bartels case. 
The amendment was designed rather to overcome the effect of United States vs. Silk, 331 
U.S. 704, which held that even if the owner of an enterprise was not an employer under the 
common law test, he might be held to be an employer in the light of “economic realities” for 
the purpose of determining the coverage of the Social Security Act. When the Treasury 
Department proposed new social security and unemployment insurance regulations incor- 
pors iting this view, Congress reacted by the adoption of the st vtutory amendments, reaffirm- 
ing the controlling force of the common law test. While in the Bartels case, the Court 
referred to the “economic realities” rule under the Si/k case, its holding that the band leader 
was the employer was amply justified under the common law test and was not dependent 
upon any extended concept of the employer-employee relationship. The Court held that it 
was the duty of the taxing authorities to go behind the contract terms and to ascertain 
the true situation; when this was done, it was evident that the leader was the true employer. 

In any event, the amendment to the federal statute now clearly makes the common law 
test controlling so that the test is the same under the state and federal law. The federal 
authorities have consistently held the leader to be the employer since 1947 (Mimeograph 
Coll. No. 6187). 
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1. In 1939 the membership of the Institute approved the extension of 
auditing procedures to require observation of inventories and confirmation of 
receivables where either of these assets represents a significant proportion of 
the current assets or of the total assets of a concern. 


2. These procedures were thus established as an integral part of generally 
accepted auditing procedures. Failure to apply them, where they are practicable 
and reasonable, in general precludes expression of an opinion on the fairness 
of the financial statements taken as a whole. 


3. Codification of Statements on Auditing Procedure states (third and 
fourth paragraphs on page 21): 


“Tn all cases in which the extended procedures are not carried 
out with respect to inventories or receivables at the end of 
the period or year, and they are a material factor, the inde- 
pendent certified public accountant should disclose, in the 
general scope section of his report, whether short or long 
form, the omission of the procedures, regardless of whether 
or not they are practicable and reasonable and even though 
he may have satisfied himself by other methods. 

“In the rare situation in which they are applicable and are 
not used and other procedures can be employed which will 
enable him to express an opinion, he should, if the inven- 
tories or receivables are material in amount, disclose the 
omission of the procedures in the general scope paragraph 
without any qualification in the opinion paragraph with re- 
spect to such omission. In deciding upon the ‘other pro- 
cedures’ to be employed he must bear in mind that he has the 
burden of justifying the opinion expressed.” 

4. It has become increasingly evident in those instances where the ac- 
countant’s report has disclosed omission of the extended procedures that, in 
the minds of a number of interested parties, including important groups of 
credit grantors, uncertainty often exists as to whether or not the accountant 
did actually undertake other auditing procedures. 
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the extended procedures are not carried out with respect to inventories or 
receivables as at the end of the period or year? and they are a material factor, 
the independent certified public accountant should not only disclose, in the 
general scope section of his report, whether short or long form, the omission 
of the procedures, regardless of whether or not they are practicable and 
reasonable, but also should state that he has satisfied himself by means of other 
auditing procedures if he intends to express an unqualified opinion. The 
second sentence of the scope paragraph of the independent auditor’s report 
will then read somewhat as follows: 


5. Accordingly, it is the view of the committee that, in all cases in which 


“Our examination was made in accordance with generally 
accepted auditing standards, and accordingly included such 
tests of the accounting records and such other auditing pro- 
cedures as we considered necessary in the circumstances; 
however, it was not practicable to confirm receivables (to 
observe the physical inventory taking), as to which we have 
satisfied ourselves by means of other auditing procedures.” 


In these circumstances, no exception would be required in the opinion section 
of the report. 


6. Codification of Statements on Auditing Precedure points out that 
“other procedures” can be satisfactorily employed only in rare situations in 
which the “extended procedures” are applicable and are not used. It is not 
the intention of the committee to withdraw in any way from its previous con- 
clusion in this respect. 

1 Under appropriate circumstances, the procedures may be carried out at times other 
than at the end of the period or year. 
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